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FEDERAL RESERVE SYSTEM

12 CFR Part 252
[Regulation YY; Docket No. OP-1452]
RIN 7100-AD-86

Policy Statement on the Scenario
Design Framework for Stress Testing

AGENCY: Board of Governors of the
Federal Reserve System (Board).

ACTION: Final rule; policy statement.

SUMMARY: The Board is adopting a final
policy statement on the approach to
scenario design for stress testing that
will be used in connection with the
supervisory and company-run stress
tests conducted under the Board’s
regulations pursuant to the Dodd-Frank
Wall Street Reform and Consumer
Protection Act (Dodd-Frank Act or Act)
and the Board’s capital plan rule.

DATES: This rule will be effective on
January 1, 2014.

FOR FURTHER INFORMATION CONTACT: Tim
Clark, Senior Associate Director, (202)
452-5264, Lisa Ryu, Deputy Associate
Director, (202) 263—4833, David Palmer,
Senior Supervisory Financial Analyst,
(202) 452-2904, or Joseph Cox,
Financial Analyst, (202) 452—-32186,
Division of Banking Supervision and
Regulation; Benjamin W. McDonough,
Senior Counsel, (202) 452—-2036, or
Jeremy Kress, Attorney, (202) 872-7589,
Legal Division; or Andreas Lehnert,
Deputy Director, (202) 452—-3325, or
Rochelle Edge, Assistant Director, (202)
452-2339, Office of Financial Stability
Policy and Research.

SUPPLEMENTARY INFORMATION:
Table of Contents

1. Background
II. Proposed Policy Statement
III. Summary of Comments
A. Design of Stress Test Scenarios
B. Additional Variables
C. Severely Adverse Scenario Development

D. Adverse Scenario Development
E. Market Shock and Additional Scenarios
or Components of Scenarios
F. Transparency and Timing
G. Public Disclosure
IV. Administrative Law Matters
A. Use of Plain Language
B. Paperwork Reduction Act Analysis
C. Regulatory Flexibility Act Analysis

I. Background

Stress testing is a tool that helps both
bank supervisors and a financial
company measure the sufficiency of
capital available to support the financial
company’s operations throughout
periods of stress.? The Board and the
other federal banking agencies
previously have highlighted the use of
stress testing as a means to better
understand the range of a financial
company’s potential risk exposures.2

1 A full assessment of a company’s capital
adequacy must take into account a range of risk
factors, including those that are specific to a
particular industry or company.

2 See, e.g., Supervisory Guidance on Stress
Testing for Banking Organizations With More Than
$10 Billion in Total Consolidated Assets, 77 FR
29458 (May 17, 2012), available at http://
www.federalreserve.gov/bankinforeg/srletters/
sr1207al.pdf; Supervision and Regulation Letter SR
10-6, Interagency Policy Statement on Funding and
Liquidity Risk Management (March 17, 2010),
available at http://www.federalreserve.gov/
boarddocs/srletters/2010/sr1006a1.pdf; Supervision
and Regulation Letter SR 10-1, Interagency
Adpvisory on Interest Rate Risk (January 11, 2010),
available at http://www.federalreserve.gov/
boarddocs/srletters/2010/SR1001.pdf; Supervision
and Regulation Letter SR 09-4, Applying
Supervisory Guidance and Regulations on the
Payment of Dividends, Stock Redemptions, and
Stock Repurchases at Bank Holding Companies
(revised March 27, 2009), available at http://
www.federalreserve.gov/boarddocs/srletters/2009/
SR0904.htm; Supervision and Regulation Letter SR
07-1, Interagency Guidance on Concentrations in
Commercial Real Estate (Jan. 4, 2007), available at
http://www.federalreserve.gov/boarddocs/srletters/
2007/SR0701.htm; Supervision and Regulation
Letter SR 12-7, Supervisory Guidance on Stress
Testing for Banking Organizations with More Than
$10 Billion in Total Consolidated Assets (May 14,
2012), available at http://www.federalreserve.gov/
bankinforeg/srletters/sr1207.htm; Supervision and
Regulation Letter SR 99-18, Assessing Capital
Adequacy in Relation to Risk at Large Banking
Organizations and Others with Complex Risk
Profiles (July 1, 1999), available at http://
www.federalreserve.gov/boarddocs/srletters/1999/
SR9918.htm; Supervisory Guidance: Supervisory
Review Process of Capital Adequacy (Pillar 2)
Related to the Implementation of the Basel I
Advanced Capital Framework, 73 FR 44620 (July
31, 2008); The Supervisory Capital Assessment
Program: SCAP Overview of Results (May 7, 2009),
available at http://www.federalreserve.gov/
newsevents/press/bcreg/bcreg20090507a1.pdf; and
Comprehensive Capital Analysis and Review:
Objectives and Overview (Mar. 18, 2011), available
at http://www.federalreserve.gov/newsevents/press/
bcreg/bcreg20110318a1.pdf.

In particular, building on its
experience during the financial crisis,
the Board initiated the annual
Comprehensive Capital Analysis and
Review (CCAR) in late 2010 to assess
the capital adequacy and the internal
capital planning processes of the same
large, complex bank holding companies
that participated in SCAP and to
incorporate stress testing as part of the
Board’s regular supervisory program for
assessing capital adequacy and capital
planning practices at these large bank
holding companies. The CCAR
represents a substantial strengthening of
previous approaches to assessing capital
adequacy and promotes thorough and
robust processes at large financial
companies for measuring capital needs
and for managing and allocating capital
resources.

On November 22, 2011, the Board
issued an amendment (capital plan rule)
to its Regulation Y to require all U.S
bank holding companies with total
consolidated assets of $50 billion or
more to submit annual capital plans to
the Board. This procedure allows the
Board to assess whether the bank
holding companies have robust,
forward-looking capital planning
processes and have sufficient capital to
continue operations throughout times of
economic and financial stress.?

In the wake of the financial crisis,
Congress enacted the Dodd-Frank Act,
which requires the Board to implement
enhanced prudential supervisory
standards, including requirements for
stress tests, for covered companies to
mitigate the threat to financial stability
posed by these institutions.# Section
165(i)(1) of the Dodd-Frank Act requires
the Board to conduct an annual stress
test of each bank holding company with
total consolidated assets of $50 billion
or more and each nonbank financial
company that the Council has
designated for supervision by the Board
(covered company) to evaluate whether
the covered company has sufficient
capital, on a total consolidated basis, to
absorb losses as a result of adverse
economic conditions (supervisory stress
tests).5 The Act requires that the
supervisory stress test provide for at
least three different sets of conditions—

3 See Capital Plans, 76 FR 74631 (Dec. 1, 2011)
(codified at 12 CFR 225.8).

4 See section 165(i) of the Dodd-Frank Act; 12
U.S.C. 5365(i).

5See 12 U.S.C. 5365(i)(1).
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baseline, adverse, and severely adverse
conditions—under which the Board
would conduct its evaluation. The Act
also requires the Board to publish a
summary of the supervisory stress test
results.

In addition, section 165(i)(2) of the
Dodd-Frank Act requires the Board to
issue regulations that require covered
companies to conduct stress tests semi-
annually and require financial
companies with total consolidated
assets of more than $10 billion that are
not covered companies and for which
the Board is the primary federal
financial regulatory agency to conduct
stress tests on an annual basis
(collectively, company-run stress tests).6
The Board issued final rules
implementing the stress test
requirements of the Act on October 12,
2012 (stress test rules).”

The Board’s stress test rules provide
that the Board will notify covered
companies, by no later than November
15 of each year of a set of conditions
(each set, a scenario), it will use to
conduct its annual supervisory stress
tests.8 The rules further establish that
the Board will provide, also by no later
than November 15, covered companies
and other financial companies subject to
the final rule the scenarios they must
use to conduct their annual company-
run stress tests.® Under the stress test
rules, the Board may require certain
companies to use additional
components in the adverse or severely
adverse scenario or additional
scenarios.10 For example, the Board has
required large banking organizations
with significant trading activities to
include trading and counterparty
components (the “market shock,”
described in the following sections) in
their adverse and severely adverse
scenarios. The Board will provide any
additional components or scenarios by
no later than December 1 of each year.11
The Board expects that the scenarios it
will require the companies to use will
be the same as those the Board will use
to conduct its supervisory stress tests
(together, stress test scenarios).

Selecting appropriate scenarios is an
especially significant consideration for
stress tests required under the capital
plan rule, which ties the review of a
bank holding company’s performance
under stress scenarios to its ability to

612 U.S.C. 5365(i)(2).

777 FR 62398 (October 12, 2012); 12 CFR part
252, subparts F-H.

8 See id.; 12 CFR 252.134(b).

9 See id.; 12 CFR 252.144(b), 154(b). The annual
company-run stress tests use data as of September
30 of each calendar year.

1012 CFR 252.144(b), 154(b).

11d.

make capital distributions. More severe
scenarios, all other things being equal,
generally translate into larger projected
declines in a company’s capital. Thus,
a company would need more capital
today to meet its minimum capital
requirements in more stressful scenarios
and have the ability to continue making
capital distributions, such as common
dividend payments. This translation is
far from mechanical; it will depend on
factors that are specific to a given
company, such as underwriting
standards and the financial company’s
business model, which would also
greatly affect projected revenue, losses,
and capital.

IL. Proposed Policy Statement

In order to enhance the transparency
of the scenario design process, on
November 23, 2012, the Board
published for public comment a
proposed policy statement (proposed
policy statement) that would be used to
develop scenarios for annual
supervisory and company-run stress
tests under the stress testing rules
issued under the Dodd-Frank Act and
the capital plan rule.12 The proposed
policy statement outlined the
characteristics of the supervisory stress
test scenarios and explained the
considerations and procedures that
underlie the formulation of these
scenarios. The considerations and
procedures described in the proposed
policy statement would apply to the
Board'’s stress testing framework,
including to the stress tests required
under 12 CFR part 252, subparts F, G,
and H, as well as the Board’s capital
plan rule (12 CFR 225.8).

The proposed policy statement
provided a broad description of the
baseline, adverse, and severely adverse
scenarios and described the types of
variables that the Board would expect to
include in the macroeconomic scenarios
and in the market shock component of
the stress test scenarios applicable to
companies with significant trading
activity. The proposed policy statement
also described the Board’s approach to
developing the macroeconomic
scenarios and market shocks, as well as
the relationship between the
macroeconomic scenario and the market
shock components. The Board noted
that it may determine that material
modifications to the proposed policy
statement are appropriate if the
supervisory stress test framework
expands materially to include
additional components or other

1277 FR 70124.

scenarios that are currently not
captured.13

III. Summary of Comments

The Board received seven comments
on the proposed policy statement.
Commenters included financial
companies, trade organizations, and
public interest groups. In general,
commenters supported the proposed
policy statement and commended the
Board for enhancing the transparency of
the scenario design framework.
Commenters provided a number of
suggestions for improving the proposed
framework, including by incorporating
additional risks into the supervisory
scenarios, providing additional
scenarios and variables that would
capture salient risks to financial
companies, making the scenarios more
predictable, and further enhancing the
transparency of the scenario design
process and stress testing in general. In
response to these comments, the Board
has modified certain aspects of the
proposed policy statement, including
expanding the information included in
the narrative to be published with the
macroeconomic scenarios; adding an
historical-based approach to the adverse
scenario; and providing additional
information about the process for
designing the path of international
variables. The Board generally has
retained the overall principles
underlying the policy statement and its
overall organization.

A. Design of Stress Test Scenarios

Commenters suggested a variety of
ways for the Board to alter or improve
the design of stress test scenarios,
including by making the process more
predictable, using a variety of stress
testing approaches to more fully capture
salient risks, tailoring the scenario for
nonbank financial companies, and
coordinating with the other federal
banking regulators.

Some commenters advocated for
making the scenarios more predictable
by anchoring them more firmly in
historical episodes or using a
probabilistic approach with a specified
tail percentile for severity. One
commenter asserted that the
predictability of the design framework
was diminished by the proposed policy
statement noting that scenarios would
vary in relation to changes in the
outlook for economic and financial
conditions and changes to specific risks
or vulnerabilities.

13 Before requiring a company to include
additional components or other scenarios in its
company-run stress tests, the Board would follow
the notice procedures set forth in the stress test
rules. See 12 CFR 252.144(b), 154(b).
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The Board believes it is important that
scenario development remain flexible in
order to ensure that the stress tests have
the ability to capture emerging risks or
elevated systemic risk. Some
commenters noted that it was important
for supervisors to retain sufficient
discretion in order to prevent the
scenario from becoming stale or
irrelevant. For these reasons, the final
policy statement outlines the general
range of scenarios that may be
implemented, as well as their overall
severity, but the Board retains the
flexibility to incorporate developing
risks and vary the scenario in response
to the Board’s views regarding the level
of systemic and other risks.

One commenter advocated the use of
a variety of approaches to scenario
development, including using
sensitivity analysis and recommended
changing the correlations and
dependencies between risk factors given
that the relationships between risk
factors observed in normal times may
not apply during stressful conditions.

The final policy statement allows for
a variety of approaches to scenario
development and for flexibility in
changing correlations and dependencies
between risk factors. For example, the
final policy statement allows for the
adverse scenario to follow either a
recession approach, a probabilistic
approach, or an approach based on
historical experiences, with the
possibility of including additional risks
that the Board believes should be
understood and monitored. Further, the
final policy statement allows the Board
to augment the severely adverse
scenario to reflect salient risks that
would not be captured under the
recession approach that is used to
develop the severely adverse scenario.
Augmenting the severely adverse
scenario to include salient risks and the
possibility of including additional risks
in the adverse scenario allows for
correlations and dependencies between
risk factors to be further altered to
capture specific stressful outcomes that
are identified by economists, bank
supervisors, and financial market
experts as representing particularly
relevant risks.

One commenter urged the Board to
account in its scenario design
framework for unique risks faced by
nonbank financial companies
supervised by the Board. The
commenter asserted that the scenarios
for nonbank financial companies should
de-emphasize shocks arising from
traditional banking activities, as such
risks would be less salient for nonbank
financial companies. The Board expects
to take into account differences among

bank holding companies and nonbank
covered companies supervised by the
Board when applying the stress testing
requirements.1# As the nonbank
financial companies implement the
stress testing requirements, the Board
may tailor the application for those
companies, including by updating its
framework for developing supervisory
scenarios. The Board will continue to
consult with other supervisory
authorities, including the Federal
Insurance Office, as appropriate.

Finally, some commenters stressed
the importance of coordination between
the Board, the Federal Deposit
Insurance Corporation (FDIC), and the
Office of the Comptroller of the
Currency (OCC) in developing a
common scenario in order to prevent
the stress testing process from becoming
overly complex and burdensome. In
addition, commenters suggested that
different scenarios from each agency
would make the public disclosure of
company-run stress test results more
difficult to interpret. As noted
previously in the stress test rules and in
the proposed policy statement, the
Board plans to develop scenarios each
year in close consultation with the
primary federal financial regulatory
agencies. The Board, FDIC, and OCC
followed this approach both in 2012 and
2013. This coordinated approach allows
a common set of scenarios to be used for
the annual company-run stress tests
across various banking entities within
the same organizational structure. The
Board plans to continue to develop the
annual set of scenarios in consultation
with the OCC and the FDIC to reduce
the burden that could arise from having
the agencies establish inconsistent
scenarios.

B. Additional Variables

Several commenters supported adding
additional variables to the supervisory
scenarios. A few commenters noted that
it would be helpful for the Board to
provide companies with a broader suite
of variables. In particular, one company
noted that in order to run its stress tests
under the supervisory scenarios, it had
to forecast hundreds of additional
variables. One commenter noted that
requiring companies to project the paths

14 To date, the Financial Stability Oversight
Council has designated three nonbank financial
companies for supervision by the Board: General
Electric Capital Corporation, American
International Group, Inc., and Prudential Financial
Inc. These companies will be subject to the Board’s
stress testing rules beginning with the stress cycle
that commences in the calendar year after the year
in which the company first becomes subject to the
Board’s minimum regulatory capital requirements,
unless the Board accelerates or extends the
compliance date.

of additional variables could create
inconsistency between the scenarios
that companies use in their stress tests,
reducing the industry-wide
comparability of the exercise.

Several commenters requested
specific variables, including additional
country-specific international variables.
Commenters requested that the Board
include variables on more countries and
more scenario variables for each
country, including information on
unemployment rates, equity market
indexes, and home values. One
commenter provided tables of suggested
variables that many companies use for
their own internal processes. Finally,
one commenter urged the Board to
provide all the factors used in its own
models in the supervisory stress test to
improve macroprudential supervision
and increase the consistency of scenario
assumptions and the comparability of
results across companies.

In defining the supervisory scenarios,
the Board expects to provide the
variables the Board considers to be the
most important descriptors of the
scenarios’ economic and financial
conditions. However, in response to
comments, the Board will provide a
narrative with the supervisory scenarios
each year to aid companies in projecting
other variables based on the variables
provided in the scenarios. The narrative
will include descriptions of the paths of
many additional variables companies
may need to project for their company-
run stress tests. The Board may add
additional variables to the scenarios in
the future if the Board determines that
the variables provide additional
information about the conditions in the
scenarios that cannot be inferred from
the other variables in the supervisory
scenarios. For example, this year the
Board plans to provide two additional
interest rate variables, the yield on 5-
year Treasury bonds and the prime rate,
that were specifically requested by one
commenter. However, large and
complex financial companies should be
able to identify their key risks and relate
them to the external environment by
translating the supervisory scenario into
additional variables.

Several commenters suggested that
the variables from the market shock
component of the adverse and severely
adverse scenarios should be provided to
all companies subject to stress tests. One
industry commenter requested that the
market shock to be released to all
companies at the same time as the
macroeconomic scenario so the
companies can use variables from the
market shock in their company-run
stress tests.
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In order to enhance the transparency
of the supervisory and company-run
stress tests, the Board expects to publish
the market shock component
annually.?®> However, only companies
with significant trading activity, as
determined by the Board and specified
in the Capital Assessments and Stress
Testing report (FR Y-14) (trading
companies) are subject to the market
shock component.16 Companies that are
not subject to the market shock should
not incorporate the market shock
component into their stress tests or
complete the Securities AFS Market
Shock tab on the FR Y-14A Summary
Schedule. Moreover, unlike the
scenarios, the market shock is not a time
series but rather is assumed to be an
instantaneous event. Companies should
not assume that the risk factor moves in
the market shock are appropriate for
inclusion in their stress tests as a
complement to the macroeconomic
scenarios.

C. Severely Adverse Scenario
Development

Several commenters provided
feedback on the proposed approach for
developing the severely adverse
scenario. Some commenters suggested
alternative frameworks that would limit
the variability in the severity of the
scenario. An industry participant
suggested that the Board should avoid
volatility in scenario severity based on
the economic conditions at the starting
point of the exercise, as variation in the
scenario severity would cause stress
losses and capital requirements to vary
considerably. Another commenter
supported the historical approach to
designing the severely adverse scenario,
asserting that it would constrain the
scenario to a plausible range and make
the scenario more predictable.

One commenter expressed a
preference for the probabilistic
approach and advocated for a consistent
probabilistic severity (i.e., the same tail
percentile) with idiosyncratic
differences in risk factor movements to
reflect existing and emerging concerns.
The commenter acknowledged the
drawbacks that the Board identified
with the probabilistic approach but

150n March 7, 2013 the Board published the
market shock components of the supervisory
adverse and severely adverse scenarios that were
used for the stress test cycle commencing on
November 15, 2012. The severely adverse market
shock is available online at: http://
www.federalreserve.gov/bankinforeg/accessible-
2013-ccar-severely-adverse-market-shocks.htm.

16 Consistent with the instructions to the FR Y—
14A, bank holding companies with greater than
$500 billion in total consolidated assets that are
subject to the amended market risk rule are
considered to have significant trading activity.

suggested that these problems could be
overcome with rigor in calibration and
supervisory discretion in picking
variables and paths of variables. Finally,
the commenter suggested that the
supervisory judgment required to use
the probabilistic approach will ensure a
proactive and prudential supervisory
scenario design process.

As noted in the proposed policy
statement, the Board intends to offset
natural procyclical tendencies in its
scenario design framework by using an
approach that ensures the scenarios
reach a minimum severity level. The
Board believes that setting a floor for the
severity of the scenario is appropriate in
light of cyclical systemic risks that build
up at financial intermediaries during
robust expansions that may be obscured
by the strength of the overall
environment. The Board also believes
that varying the scenario severity in
response to systemic risks is aligned
with the goals of scenario design and
stress testing. As such, the Board
believes varying the severity of the
severely adverse scenario based on
current macroeconomic conditions—in
the same manner as described in the
proposed policy statement—better
meets the goals of scenario design and
stress testing than alternative methods
of specifying the severity of the
supervisory scenarios.

D. Adverse Scenario Development

One commenter suggested that the
process for designing the adverse
scenario should be constrained, perhaps
by historical experience, so that the
scenario does not change drastically
from year to year. The commenter noted
that an exception could be granted for
cases where the Board has identified
material emerging risks not captured in
adverse historical precedents. The
commenter suggested that the Board
select from a menu of historical
macroeconomic events or derive the
paths of adverse scenario variables from
a combination of the historical events,
which would allow the adverse scenario
variables to fluctuate within a more
predictable range.

The Board does not believe that
predictability of the scenarios from year
to year should be the overriding factor
determining the specification of the
adverse scenario. Other factors are also
important in determining the
specification of the adverse scenario,
including, but not limited to, improved
understanding of relevant risks to the
banking industry (that may not captured
in the severely adverse scenario),
nonlinearities in the effect of
macroeconomic conditions on the
companies’ financial condition, and

risks identified by the companies in
their living wills or in the company-
developed scenarios for the CCAR or
mid-cycle company-run stress tests.

The Board believes that adverse
scenarios based on historical
experiences represent important stresses
to financial companies and has added
this approach to the list of possible
approaches used to formulate the
adverse scenario. However, the Board
believes that there are notable benefits
from formulating the adverse scenario
following other approaches. Varying the
approach the Board uses for the adverse
scenario each year—by incorporating
specific risks or by using the
probabilistic approach, for instance—
permits flexibility so that the results of
the scenario provide the most value to
supervisors, in light of current economic
conditions. Consequently, the adverse
scenario design framework in the final
policy statement contains a range of
options and is not limited only to
historical episodes.

E. Market Shock and Additional
Scenarios or Components of Scenarios

The Board did not receive comments
on its proposed framework for designing
the market shock scenario component.
However, several commenters
advocated for the inclusion of
additional scenarios and components of
scenarios in the stress tests. One
commenter urged the Board to include
operational risk because, in the
commenter’s view, operational risk
failures can allow for the accretion of
credit and market risk. Another
commenter focused on the need for a
supervisory scenario that included
liquidity risk, even in a capital stress
test. The commenter noted that short-
term funding risk was a major
contributor to the financial crisis due to
the interrelationship between capital
and liquidity. The commenter
advocated for supervisory scenarios that
take into account the potential for asset
shocks that reduce capital to also cause
a company to lose access to certain
funding markets. Finally, one
commenter suggested that the Board
incorporate all possible risks in a single
scenario or combine separate stress
testing exercises appropriately to create
a comprehensive and coherent stress
test.

While operational risk and funding
risk are material risks to some financial
companies, no single stress test can
incorporate all risks that affect a
financial company. Companies should
supplement stress tests conducted
pursuant to the Dodd-Frank Act and
capital plan rule with other stress tests
and other risk measurement tools. For
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example, as part of its supervisory
process, the Board evaluates liquidity
risk, including through stress testing,
and the Board has proposed a rule that
would require large bank holding
companies and nonbank financial
companies supervised by the Board to
conduct liquidity stress tests.1”
Companies should conduct additional
stress testing, as needed, to ensure that
all risks and vulnerabilities, including
funding and operational risk, are
addressed—as described in the stress
testing guidance issued by the agencies
in May 2012.18 If the Board requires
companies to apply additional scenarios
or components of scenarios on a regular
basis—including for operational risk or
the relationship between liquidity and
capital risk—then the Board may update
the final policy statement to include the
process for designing those scenarios or
components of scenarios.

F. Transparency and Timing

The Board received several comments
on enhancing the transparency of the
scenario design process, improving
communication about the scenarios, and
on the timing of when the scenarios are
provided to the companies. Several
commenters requested additional
information about how the Board
develops the scenarios or specific
aspects of the scenarios. For instance,
some commenters requested additional
clarification on the process and
assumptions for developing the
international variables in the
macroeconomic scenarios. In response
to these comments, the final policy
statement contains additional
information on how the Board develops
the scenarios. Section 4.2.3 of the final
policy statement includes a description
of the process and assumptions for
developing the paths of international
variables in the supervisory scenarios.

Some commenters requested that the
Board include additional narrative
information in its scenario release. One
commenter requested the Board provide
more description around the adverse
and severely adverse scenarios,
especially in cases where the scenarios
do not derive from observable historical
events, to aid companies in developing
a deeper understanding of the economic
situation that the data describes and the
relationships between and among
variables. The commenter suggested that

17 See Notice of Proposed Rulemaking on
Enhanced Prudential Standards and Early
Remediation Requirements for Covered Companies,
(January 5, 2012) (77 FR 594).

18 See Supervisory Guidance on Stress Testing for
Banking Organizations With More Than $10 Billion
in Total Consolidated Assets, (May 17, 2012)
(codified at 77 FR 29458).

without a fuller narrative it is difficult
for companies to project additional
variables in a manner that is consistent
with the scenario, leading to
inconsistent assumptions and variables
across companies. More narrative
information on the international
variables was specifically requested,
including information on whether the
international scenarios are intended to
reflect global conditions or whether they
are designed to reflect idiosyncratic
stresses at the country level.

Each year, to accompany the release
of its supervisory scenarios, the Board
has published a brief narrative summary
of the macroeconomic scenarios. This
narrative describes the supervisory
scenarios and explains how they have
changed relative to the previous year. In
response to comments, the Board will
also provide in the narrative a
description of the economic situation
underlying the scenario, including for
the international environment in the
scenarios.

In addition, to assist companies in
projecting the paths of additional
variables in a manner consistent with
the scenario, the narrative
accompanying the supervisory scenarios
will also provide descriptions of the
general path of some additional
variables. These descriptions will be
general—that is, they will describe
developments for broad classes of
variables rather than for specific
variables—and will specify the intensity
and direction of variable changes but
not numeric magnitudes. These
descriptions should provide guidance
that will be useful to companies in
specifying the paths of the additional
variables for their company-run stress
tests. In practice, it will not be possible
for the narrative to include descriptions
on all of the additional variables that
companies may need to for their
company-run stress tests.

One commenter requested that the
Board communicate, in advance of the
scenario release, any additional risks or
vulnerabilities that would cause the
scenario to vary due to changes in the
outlook for economic and financial
conditions. The Board expects that if a
scenario varies in response to additional
risks or vulnerabilities identified by the
Board, then those risks and
vulnerabilities would be communicated
through the narrative that accompanies
the supervisory scenarios.

Several commenters addressed the
timeline for supervisory scenario
development. A few commenters
requested that the Board provide the
supervisory scenarios to the companies
earlier in order to provide adequate time
for companies to evaluate the scenarios,

develop additional required variables,
and initiate the stress testing and capital
planning processes. One commenter
noted that providing the supervisory
scenarios two weeks before November
15 would extend the time to companies
have to conduct stress tests by 25 to 30
percent. Another commenter felt the
current timetable is extremely
aggressive and precludes companies
from performing more comprehensive
due diligence. One commenter
acknowledged the concern that a
scenario may become dated if it is
released too early, but the commenter
asserted that this concern is mitigated
because only five quarters of the
planning horizon will elapse before
there is another annual stress test and
capital planning exercise.

The Board recognizes the importance
of providing covered companies
adequate time to implement the
company-run stress tests. The Board
intends to release the scenarios as soon
as it is possible to incorporate the
relevant data on economic and financial
conditions as of the end of the third
quarter, but no later than November 15
of each year.

One commenter requested that the
market shock and the macroeconomic
scenarios be released concurrently. The
commenter asserted that delays in
processing the effect of the scenarios on
capital markets positions affects all
other processes downstream in the
stress tests, including calculation of the
company’s capital position.

Because the market shock component
is an instantaneous shock layered onto
the stress test conducted under the
macroeconomic scenario, it should not
affect most other aspects of a company’s
stress test. However, in recognition of
companies’ constraints in conducting
the company-run stress tests, the Board
will seek to release the market shock
before the deadline of December 1 of
each year.

The Board has sought to improve the
transparency around its stress testing
practices, for example by releasing the
stress scenarios with an accompanying
narrative in advance of the stress test,
publicly disclosing a detailed
description of the framework and
methodology employed in its
supervisory stress test, and publishing
for comment this policy statement on its
framework for scenario design. In the
future, the Board will continue to look
for opportunities to provide additional
transparency around its stress testing
processes, while balancing the need to
not reduce the incentives for companies
to develop better internal stress test
models that factor in their idiosyncratic
risks and to consider the results of such
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models in their capital planning
process.

G. Public Disclosure

One commenter requested a broader
disclosure of the methods and data that
are used in stress tests to enhance the
public’s understanding of the process
and results. The commenter
recommended disclosure of the
specification, statistical fit, and out-of-
sample forecasting properties of the risk
models used in stress testing. As noted
previously, the Board has sought to
improve the transparency of its
supervisory stress testing methodologies
and practices, and has required
companies subject to Dodd-Frank Act
stress tests to publicly disclose some
information about their company-run
stress tests. The Board expects to revisit
the scope of stress testing disclosure
from time to time.

Another commenter suggested that
public disclosure of the results of stress
tests conducted by nonbank financial
companies may not provide the
marketplace with useful information
concerning a company’s overall risk
profile or response to stressed
conditions. The Board notes that section
165(i) of the Dodd-Frank Act requires
the publication of a summary of the
results of supervisory and company-run
stress tests of each company, including
nonbank financial companies.
Moreover, the Board believes that public
disclosure is a key component of stress
testing that helps to provide valuable
information to market participants,
enhance transparency, and promote
market discipline.

As noted above, the final policy
statement will be effective on January 1,
2014. The scenarios for the stress test
cycle that commenced on October 1,
2013, which the Board recently
published, were designed in a manner
generally consistent with the final
policy statement. The final policy
statement will be effective for
supervisory scenarios that govern the
resubmission of any stress tests for the
cycle that commenced on October 1,
2013, as the Board may require.

IV. Administrative Law Matters

A. Use of Plain Language

Section 722 of the Gramm-Leach-
Bliley Act (Pub. L. 106-102, 113 Stat.
1338, 1471, 12 U.S.C. 4809) requires the
Federal banking agencies to use plain
language in all proposed and final rules
published after January 1, 2000. The
Board invited comment on whether the
proposed policy statement was written
plainly and clearly, or whether there
were ways the Board could make the

rule easier to understand. The Board
received no comment on these matters
and believes that the final policy
statement is written plainly and clearly.

B. Paperwork Reduction Act Analysis

In accordance with the requirements
of the Paperwork Reduction Act of 1995
(44 U.S.C. 3506), the Board has
reviewed the policy statement to assess
any information collections. There are
no collections of information as defined
by the Paperwork Reduction Act in this
policy statement.

C. Regulatory Flexibility Act Analysis

In accordance with the Regulatory
Flexibility Act, 5 U.S.C. 601 et seq.
(“RFA”), the Board is publishing a final
regulatory flexibility analysis for this
policy statement. Based on its analysis
and for the reasons stated below, the
Board believes that the policy statement
will not have a significant economic
impact on a substantial number of small
entities. Nevertheless, the Board is
publishing a regulatory flexibility
analysis.

The Board is adopting a policy
statement on the approach to scenario
design for stress testing that will be used
in connection with the supervisory and
company-run stress tests conducted
under the Board’s Regulation YY (12
CFR part 252, subparts F, G, and H)
pursuant to the Dodd-Frank Wall Street
Reform and Consumer Protection Act
(Dodd-Frank Act or Act) and the Board’s
capital plan rule (12 CFR 225.8). To
enhance the transparency of the
scenario design process, the policy
statement outlines the characteristics of
the supervisory stress test scenarios and
explains the considerations and
procedures that underlie the
formulation of these scenarios.

Under regulations issued by the Small
Business Administration (““SBA”’), a
“small entity” includes those firms
within the “Finance and Insurance”
sector with asset sizes that vary from
$35 million or less to $500 million or
less.19 As discussed in the
Supplementary Information, the policy
statement generally would affect the
scenario design framework used in
regulations that apply to bank holding
companies with $10 billion or more in
total consolidated assets and nonbank
financial companies that the Council
has determined under section 113 of the
Dodd-Frank Act must be supervised by
the Board and for which such
determination is in effect. Companies
that are affected by the policy statement
therefore substantially exceed the $500
million total asset threshold at which a

1913 CFR 121.201.

company is considered a ‘“‘small entity”
under SBA regulations.

The policy statement would affect a
nonbank financial company designated
by the Council under section 113 of the
Dodd-Frank Act regardless of such a
company’s asset size. Although the asset
size of nonbank financial companies
may not be the determinative factor of
whether such companies may pose
systemic risks and would be designated
by the Council for supervision by the
Board, it is an important
consideration.20 It is therefore unlikely
that a financial firm that is at or below
the $500 million asset threshold would
be designated by the Council under
section 113 of the Dodd-Frank Act
because material financial distress at
such companies, or the nature, scope,
size, scale, concentration,
interconnectedness, or mix of it
activities, is not likely to pose a threat
to the financial stability of the United
States.

Because the final policy statement is
not likely to apply to any company with
assets of $500 million or less, it is not
expected to affect any small entity for
purposes of the RFA. The Board does
not believe that the policy statement
duplicates, overlaps, or conflicts with
any other Federal rules. The policy
statement is unlikely to impose any new
recordkeeping, reporting, or other
compliance requirements or otherwise
affect a small banking entity. In light of
the foregoing, the Board does not
believe that the policy statement will
have a significant economic impact on
a substantial number of small entities.

List of Subjects in 12 CFR Part 252

Administrative practice and
procedure, Banks, Banking, Federal
Reserve System, Holding companies,
Nonbank financial companies
supervised by the Board, Reporting and
recordkeeping requirements, Securities,
Stress testing.

Authority and Issuance

For the reasons stated in the
SUPPLEMENTARY INFORMATION, the Board
of Governors of the Federal Reserve
System amends 12 CFR chapter II as
follows:

PART 252—ENHANCED PRUDENTIAL
STANDARDS (REGULATION YY)

m 1. The authority citation for part 252
continues to read as follows:

Authority: 12 U.S.C. 321-338a, 1467a(g),
1818, 1831p-1, 1844(b), 1844(c), 5361, 5365,
5366.

20 See 76 FR 4555 (January 26, 2011).
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m 2. Appendix A to part 252 is added to
read as follows:

Appendix A to Part 252—Policy
Statement on the Scenario Design
Framework for Stress Testing

1. Background

a. The Board has imposed stress testing
requirements through its regulations (stress
test rules) implementing section 165(i) of the
Dodd-Frank Wall Street Reform and
Consumer Protection Act (Dodd-Frank Act or
Act) and through its capital plan rule (12 CFR
225.8). Under the stress test rules issued
under section 165(i)(1) of the Act, the Board
conducts an annual stress test (supervisory
stress tests), on a consolidated basis, of each
bank holding company with total
consolidated assets of $50 billion or more
and each nonbank financial company that the
Financial Stability Oversight Council has
designated for supervision by the Board
(together, covered companies).2! In addition,
under the stress test rules issued under
section 165(i)(2) of the Act, covered
companies must conduct stress tests semi-
annually and other financial companies with
total consolidated assets of more than $10
billion and for which the Board is the
primary regulatory agency must conduct
stress tests on an annual basis (together
company-run stress tests).22 The Board will
provide for at least three different sets of
conditions (each set, a scenario), including
baseline, adverse, and severely adverse
scenarios for both supervisory and company-
run stress tests (macroeconomic scenarios).23

b. The stress test rules provide that the
Board will notify covered companies by no
later than November 15 of each year of the
scenarios it will use to conduct its annual
supervisory stress tests and provide, also by
no later than November 15, covered
companies and other financial companies
subject to the final rules the set of scenarios
they must use to conduct their annual

2112 U.S.C. 5365(i)(1); 12 CFR part 252, subpart
F.

2212 U.S.C. 5365(i)(2); 12 CFR part 252, subparts
G and H.

23 The stress test rules define scenarios as ““those
sets of conditions that affect the U.S. economy or
the financial condition of a [company] that the
Board annually determines are appropriate for use
in stress tests, including, but not limited to,
baseline, adverse, and severely adverse scenarios.”
The stress test rules define baseline scenario as a
“set of conditions that affect the U.S. economy or
the financial condition of a company and that
reflect the consensus views of the economic and
financial outlook.” The stress test rules define
adverse scenario a “set of conditions that affect the
U.S. economy or the financial condition of a
company that are more adverse than those
associated with the baseline scenario and may
include trading or other additional components.”
The stress test rules define severely adverse
scenario as a “‘set of conditions that affect the U.S.
economy or the financial condition of a company
and that overall are more severe than those
associated with the adverse scenario and may
include trading or other additional components.”
See 12 CFR 252.132(a), (d), (m), and (n); 12 CFR
252.142(a), (d), (0), and (p); 12 CFR 252.152(a), (e),
(0), and (p).

company-run stress tests.2¢ Under the stress
test rules, the Board may require certain
companies to use additional components in
the adverse or severely adverse scenario or
additional scenarios.25 For example, the
Board expects to require large banking
organizations with significant trading
activities to include a trading and
counterparty component (market shock,
described in the following sections) in their
adverse and severely adverse scenarios. The
Board will provide any additional
components or scenario by no later than
December 1 of each year.26 The Board
expects that the scenarios it will require the
companies to use will be the same as those
the Board will use to conduct its supervisory
stress tests (together, stress test scenarios).

c. In addition, § 225.8 of the Board’s
Regulation Y (capital plan rule) requires all
U.S. bank holding companies with total
consolidated assets of $50 billion or more to
submit annual capital plans, including stress
test results, to the Board to allow the Board
to assess whether they have robust, forward-
looking capital planning processes and have
sufficient capital to continue operations
throughout times of economic and financial
stress.2”

d. Stress tests required under the stress test
rules and under the capital plan rule require
the Board and financial companies to
calculate pro-forma capital levels—rather
than “current” or actual levels—over a
specified planning horizon under baseline
and stressful scenarios. This approach
integrates key lessons of the 2007-2009
financial crisis into the Board’s supervisory
framework. During the financial crisis,
investor and counterparty confidence in the
capitalization of financial companies eroded
rapidly in the face of changes in the current
and expected economic and financial
conditions, and this loss in market
confidence imperiled companies’ ability to
access funding, continue operations, serve as
a credit intermediary, and meet obligations to
creditors and counterparties. Importantly,
such a loss in confidence occurred even
when a financial institution’s capital ratios
were in excess of regulatory minimums. This
is because the institution’s capital ratios were
perceived as lagging indicators of its
financial condition, particularly when
conditions were changing.

e. The stress tests required under the stress
test rules and capital plan rule are a valuable
supervisory tool that provides a forward-
looking assessment of large financial
companies’ capital adequacy under
hypothetical economic and financial market
conditions. Currently, these stress tests
primarily focus on credit risk and market
risk—that is, risk of mark-to-market losses
associated with companies’ trading and
counterparty positions—and not on other
types of risk, such as liquidity risk. Pressures
stemming from these sources are considered

2412 CFR 252.144(b), 12 CFR 252.154(b). The
annual company-run stress tests use data as of
September 30 of each calendar year.

2512 CFR 252.144(b), 154(b).

26 Id.

27 See Capital plans, 76 FR 74631 (Dec. 1, 2011)
(codified at 12 CFR 225.8).

in separate supervisory exercises. No single
supervisory tool, including the stress tests,
can provide an assessment of a company’s
ability to withstand every potential source of
risk.

f. Selecting appropriate scenarios is an
especially significant consideration for stress
tests required under the capital plan rule,
which ties the review of a bank holding
company’s performance under stress
scenarios to its ability to make capital
distributions. More severe scenarios, all other
things being equal, generally translate into
larger projected declines in banks’ capital.
Thus, a company would need more capital
today to meet its minimum capital
requirements in more stressful scenarios and
have the ability to continue making capital
distributions, such as common dividend
payments. This translation is far from
mechanical, however; it will depend on
factors that are specific to a given company,
such as underwriting standards and the
company’s business model, which would
also greatly affect projected revenue, losses,
and capital.

2. Overview and Scope

a. This policy statement provides more
detail on the characteristics of the stress test
scenarios and explains the considerations
and procedures that underlie the approach
for formulating these scenarios. The
considerations and procedures described in
this policy statement apply to the Board’s
stress testing framework, including to the
stress tests required under 12 CFR part 252,
subparts F, G, and H, as well as the Board’s
capital plan rule (12 CFR 225.8).28

b. Although the Board does not envision
that the broad approach used to develop
scenarios will change from year to year, the
stress test scenarios will reflect changes in
the outlook for economic and financial
conditions and changes to specific risks or
vulnerabilities that the Board, in consultation
with the other federal banking agencies,
determines should be considered in the
annual stress tests. The stress test scenarios
should not be regarded as forecasts; rather,
they are hypothetical paths of economic
variables that will be used to assess the
strength and resilience of the companies’
capital in various economic and financial
environments.

c. The remainder of this policy statement
is organized as follows. Section 3 provides a
broad description of the baseline, adverse,
and severely adverse scenarios and describes
the types of variables that the Board expects
to include in the macroeconomic scenarios
and the market shock component of the stress
test scenarios applicable to companies with
significant trading activity. Section 4
describes the Board’s approach for
developing the macroeconomic scenarios,
and section 5 describes the approach for the
market shocks. Section 6 describes the
relationship between the macroeconomic
scenario and the market shock components.
Section 7 provides a timeline for the
formulation and publication of the

28 The Board may determine that modifications to
the approach are appropriate, for instance, to
address a broader range of risks, such as,
operational risk.
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macroeconomic assumptions and market
shocks.

3. Content of the Stress Test Scenarios

a. The Board will publish a minimum of
three different scenarios, including baseline,
adverse, and severely adverse conditions, for
use in stress tests required in the stress test
rules.29 In general, the Board anticipates that
it will not issue additional scenarios. Specific
circumstances or vulnerabilities that in any
given year the Board determines require
particular vigilance to ensure the resilience
of the banking sector will be captured in
either the adverse or severely adverse
scenarios. A greater number of scenarios
could be needed in some years—for example,
because the Board identifies a large number
of unrelated and uncorrelated but
nonetheless significant risks.

b. While the Board generally expects to use
the same scenarios for all companies subject
to the final rule, it may require a subset of
companies— depending on a company’s
financial condition, size, complexity, risk
profile, scope of operations, or activities, or
risks to the U.S. economy—to include
additional scenario components or additional
scenarios that are designed to capture
different effects of adverse events on revenue,
losses, and capital. One example of such
components is the market shock that applies
only to companies with significant trading
activity. Additional components or scenarios
may also include other stress factors that may
not necessarily be directly correlated to
macroeconomic or financial assumptions but
nevertheless can materially affect companies’
risks, such as the unexpected default of a
major counterparty.

c. Early in each stress testing cycle, the
Board plans to publish the macroeconomic
scenarios along with a brief narrative
summary that provides a description of the
economic situation underlying the scenario
and explains how the scenarios have changed
relative to the previous year. In addition, to
assist companies in projecting the paths of
additional variables in a manner consistent
with the scenario, the narrative will also
provide descriptions of the general path of
some additional variables. These descriptions
will be general—that is, they will describe
developments for broad classes of variables
rather than for specific variables—and will
specify the intensity and direction of variable
changes but not numeric magnitudes. These
descriptions should provide guidance that
will be useful to companies in specifying the
paths of the additional variables for their
company-run stress tests. Note that in
practice it will not be possible for the
narrative to include descriptions on all of the
additional variables that companies may
need to for their company-run stress tests. In
cases where scenarios are designed to reflect
particular risks and vulnerabilities, the
narrative will also explain the underlying
motivation for these features of the scenario.
The Board also plans to release a broad
description of the market shock components.

2912 CFR 252.134(b), 12 CFR 252.144(b), 12 CFR
252.154(b).

3.1

a. The macroeconomic scenarios will
consist of the future paths of a set of
economic and financial variables.3° The
economic and financial variables included in
the scenarios will likely comprise those
included in the “2014 Supervisory Scenarios
for Annual Stress Tests Required under the
Dodd-Frank Act Stress Testing Rules and the
Capital Plan Rule” (2013 supervisory
scenarios). The domestic U.S. variables
provided for in the 2013 supervisory
scenarios included:

i. Six measures of economic activity and
prices: real and nominal gross domestic
product (GDP) growth, the unemployment
rate of the civilian non-institutional
population aged 16 and over, real and
nominal disposable personal income growth,
and the Consumer Price Index (CPI) inflation
rate;

ii. Four measures of developments in
equity and property markets: The Core Logic
National House Price Index, the National
Council for Real Estate Investment
Fiduciaries Commercial Real Estate Price
Index, the Dow Jones Total Stock Market
Index, and the Chicago Board Options
Exchange Market Volatility Index; and

iii. Six measures of interest rates: the rate
on the three-month Treasury bill, the yield
on the 5-year Treasury bond, the yield on the
10-year Treasury bond, the yield on a 10-year
BBB corporate security, the prime rate, and
the interest rate associated with a
conforming, conventional, fixed-rate, 30-year
mortgage.

b. The international variables provided for
in the 2014 supervisory scenarios included,
for the euro area, the United Kingdom,
developing Asia, and Japan:

i. Percent change in real GDP;

ii. Percent change in the Consumer Price
Index or local equivalent; and

iii. The U.S./foreign currency exchange
rate.31

c. The economic variables included in the
scenarios influence key items affecting
financial companies’ net income, including
pre-provision net revenue and credit losses
on loans and securities. Moreover, these
variables exhibit fairly typical trends in
adverse economic climates that can have
unfavorable implications for companies’ net
income and, thus, capital positions.

d. The economic variables included in the
scenario may change over time. For example,
the Board may add variables to a scenario if
the international footprint of companies that
are subject to the stress testing rules changed
notably over time such that the variables
already included in the scenario no longer
sufficiently capture the material risks of these
companies. Alternatively, historical
relationships between macroeconomic
variables could change over time such that
one variable (e.g., disposable personal

Macroeconomic Scenarios

30 The future path of a variable refers to its
specification over a given time period. For example,
the path of unemployment can be described in
percentage terms on a quarterly basis over the stress
testing time horizon.

31 The Board may increase the range of countries
or regions included in future scenarios, as
appropriate.

income growth) that previously provided a
good proxy for another (e.g., light vehicle
sales) in modeling companies’ pre-provision
net revenue or credit losses ceases to do so,
resulting in the need to create a separate
path, or alternative proxy, for the other
variable. However, recognizing the amount of
work required for companies to incorporate
the scenario variables into their stress testing
models, the Board expects to eliminate
variables from the scenarios only in rare
instances.

e. The Board expects that the company
may not use all of the variables provided in
the scenario, if those variables are not
appropriate to the company’s line of
business, or may add additional variables, as
appropriate. The Board expects the
companies will ensure that the paths of such
additional variables are consistent with the
scenarios the Board provided. For example,
the companies may use, as part of their
internal stress test models, local-level
variables, such as state-level unemployment
rates or city-level house prices. While the
Board does not plan to include local-level
macro variables in the stress test scenarios it
provides, it expects the companies to
evaluate the paths of local-level macro
variables as needed for their internal models,
and ensure internal consistency between
these variables and their aggregate, macro-
economic counterparts. The Board will
provide the macroeconomic scenario
component of the stress test scenarios for a
period that spans a minimum of 13 quarters.
The scenario horizon reflects the supervisory
stress test approach that the Board plans to
use. Under the stress test rules, the Board
will assess the effect of different scenarios on
the consolidated capital of each company
over a forward-looking planning horizon of at
least nine quarters.

3.2 Market Shock Component

a. The market shock component of the
adverse and severely adverse scenarios will
only apply to companies with significant
trading activity and their subsidiaries.32 The
component consists of large moves in market
prices and rates that would be expected to
generate losses. Market shocks differ from
macroeconomic scenarios in a number of
ways, both in their design and application.
For instance, market shocks that might
typically be observed over an extended
period (e.g., 6 months) are assumed to be an
instantaneous event which immediately
affects the market value of the companies’
trading assets and liabilities. In addition,
under the stress test rules, the as-of date for
market shocks will differ from the quarter-
end, and the Board will provide the as-of
date for market shocks no later than
December 1 of each year. Finally, as

32 Currently, companies with significant trading
activity include the six bank holding companies
that are subject to the market risk rule and have
total consolidated assets greater than $500 billion,
as reported on their FR Y-9C. The Board may also
subject a state member bank subsidiary of any such
bank holding company to the market shock
component. The set of companies subject to the
market shock component could change over time as
the size, scope, and complexity of financial
company’s trading activities evolve.
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described in section 4, the market shock
includes a much larger set of risk factors than
the set of economic and financial variables
included in macroeconomic scenarios.
Broadly, these risk factors include shocks to
financial market variables that affect asset
prices, such as a credit spread or the yield

on a bond, and, in some cases, the value of
the position itself (e.g., the market value of
private equity positions).

b. The Board envisions that the market
shocks will include shocks to a broad range
of risk factors that are similar in granularity
to those risk factors trading companies use
internally to produce profit and loss
estimates, under stressful market scenarios,
for all asset classes that are considered
trading assets, including equities, credit,
interest rates, foreign exchange rates, and
commodities. Examples of risk factors
include, but are not limited to:

i. Equity indices of all developed markets,
and of developing and emerging market
nations to which companies with significant
trading activity may have exposure, along
with term structures of implied volatilities;

ii. Cross-currency FX rates of all major and
many minor currencies, along term structures
of implied volatilities;

iii. Term structures of government rates
(e.g., U.S. Treasuries), interbank rates (e.g.,
swap rates) and other key rates (e.g.,
commercial paper) for all developed markets
and for developing and emerging market
nations to which companies may have
exposure;

iv. Term structures of implied volatilities
that are key inputs to the pricing of interest
rate derivatives;

v. Term structures of futures prices for
energy products including crude oil
(differentiated by country of origin), natural
gas, and power;

vi. Term structures of futures prices for
metals and agricultural commodities;

vii. “Value-drivers” (credit spreads or
instrument prices themselves) for credit-
sensitive product segments including:
corporate bonds, credit default swaps, and
collateralized debt obligations by risk; non-
agency residential mortgage-backed securities
and commercial mortgage-backed securities
by risk and vintage; sovereign debt; and,
municipal bonds; and

viii. Shocks to the values of private equity
positions.

4. Approach for Formulating the
Macroeconomic Assumptions for Scenarios

a. This section describes the Board’s
approach for formulating macroeconomic
assumptions for each scenario. The
methodologies for formulating this part of
each scenario differ by scenario, so these
methodologies for the baseline, severely
adverse, and the adverse scenarios are
described separately in each of the following
subsections.

b. In general, the baseline scenario will
reflect the most recently available consensus
views of the macroeconomic outlook
expressed by professional forecasters,
government agencies, and other public-sector
organizations as of the beginning of the
annual stress-test cycle. The severely adverse
scenario will consist of a set of economic and

financial conditions that reflect the
conditions of post-war U.S. recessions. The
adverse scenario will consist of a set of
economic and financial conditions that are
more adverse than those associated with the
baseline scenario but less severe than those
associated with the severely adverse
scenario.

c. Each of these scenarios is described
further in sections below as follows: baseline
(subsection 4.1), severely adverse (subsection
4.2), and adverse (subsection 4.3)

4.1 Approach for Formulating
Macroeconomic Assumptions in the Baseline
Scenario

a. The stress test rules define the baseline
scenario as a set of conditions that affect the
U.S. economy or the financial condition of a
banking organization, and that reflect the
consensus views of the economic and
financial outlook. Projections under a
baseline scenario are used to evaluate how
companies would perform in more likely
economic and financial conditions. The
baseline serves also as a point of comparison
to the severely adverse and adverse
scenarios, giving some sense of how much of
the company’s capital decline could be
ascribed to the scenario as opposed to the
company’s capital adequacy under expected
conditions.

b. The baseline scenario will be developed
around a macroeconomic projection that
captures the prevailing views of private-
sector forecasters (e.g. Blue Chip Consensus
Forecasts and the Survey of Professional
Forecasters), government agencies, and other
public-sector organizations (e.g., the
International Monetary Fund and the
Organization for Economic Co-operation and
Development) near the beginning of the
annual stress-test cycle. The baseline
scenario is designed to represent a consensus
expectation of certain economic variables
over the time period of the tests and it is not
the Board’s internal forecast for those
economic variables. For example, the
baseline path of short-term interest rates is
constructed from consensus forecasts and
may differ from that implied by the FOMC’s
Summary of Economic Projections.

c. For some scenario variables—such as
U.S. real GDP growth, the unemployment
rate, and the consumer price index—there
will be a large number of different forecasts
available to project the paths of these
variables in the baseline scenario. For others,
a more limited number of forecasts will be
available. If available forecasts diverge
notably, the baseline scenario will reflect an
assessment of the forecast that is deemed to
be most plausible. In setting the paths of
variables in the baseline scenario, particular
care will be taken to ensure that, together, the
paths present a coherent and plausible
outlook for the U.S. and global economy,
given the economic climate in which they are
formulated.

4.2 Approach for Formulating the
Macroeconomic Assumptions in the Severely
Adverse Scenario

The stress test rules define a severely
adverse scenario as a set of conditions that
affect the U.S. economy or the financial

condition of a financial company and that
overall are more severe than those associated
with the adverse scenario. The financial
company will be required to publicly
disclose a summary of the results of its stress
test under the severely adverse scenario, and
the Board intends to publicly disclose the
results of its analysis of the financial
company under the adverse scenario and the
severely adverse scenario.

4.2.1 General Approach: The Recession
Approach

a. The Board intends to use a recession
approach to develop the severely adverse
scenario. In the recession approach, the
Board will specify the future paths of
variables to reflect conditions that
characterize post-war U.S. recessions,
generating either a typical or specific
recreation of a post-war U.S. recession. The
Board chose this approach because it has
observed that the conditions that typically
occur in recessions—such as increasing
unemployment, declining asset prices, and
contracting loan demand—can put significant
stress on companies’ balance sheets. This
stress can occur through a variety of
channels, including higher loss provisions
due to increased delinquencies and defaults;
losses on trading positions through sharp
moves in market prices; and lower bank
income through reduced loan originations.
For these reasons, the Board believes that the
paths of economic and financial variables in
the severely adverse scenario should, at a
minimum, resemble the paths of those
variables observed during a recession.

b. This approach requires consideration of
the type of recession to feature. All post-war
U.S. recessions have not been identical: some
recessions have been associated with very
elevated interest rates, some have been
associated with sizable asset price declines,
and some have been relatively more global.
The most common features of recessions,
however, are increases in the unemployment
rate and contractions in aggregate incomes
and economic activity. For this and the
following reasons, the Board intends to use
the unemployment rate as the primary basis
for specifying the severely adverse scenario.
First, the unemployment rate is likely the
most representative single summary indicator
of adverse economic conditions. Second, in
comparison to GDP, labor market data have
traditionally featured more prominently than
GDP in the set of indicators that the National
Bureau of Economic Research reviews to
inform its recession dates.3? Third and
finally, the growth rate of potential output
can cause the size of the decline in GDP to
vary between recessions. While changes in
the unemployment rate can also vary over
time due to demographic factors, this seems
to have more limited implications over time
relative to changes in potential output
growth. The unemployment rate used in the
severely adverse scenario will reflect an
unemployment rate that has been observed in
severe post-war U.S. recessions, measuring

33 More recently, a monthly measure of GDP has
been added to the list of indicators.
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severity by the absolute level of and relative
increase in the unemployment rate.34

¢. After specifying the unemployment rate,
the Board will specify the paths of other
macroeconomic variables based on the paths
of unemployment, income, and activity.
However, many of these other variables have
taken wildly divergent paths in previous
recessions (e.g., house prices), requiring the
Board to use its informed judgment in
selecting appropriate paths for these
variables. In general, the path for these other
variables will be based on their underlying
structure at the time that the scenario is
designed (e.g., the relative fragility of the
housing finance system).

d. The Board considered alternative
methods for scenario design of the severely
adverse scenario, including a probabilistic
approach. The probabilistic approach
constructs a baseline forecast from a large-
scale macroeconomic model and identifies a
scenario that would have a specific
probabilistic likelihood given the baseline
forecast. The Board believes that, at this time,
the recession approach is better suited for
developing the severely adverse scenario
than a probabilistic approach because it
guarantees a recession of some specified
severity. In contrast, the probabilistic
approach requires the choice of an extreme
tail outcome—relative to baseline—to
characterize the severely adverse scenario
(e.g., a 5 percent or a 1 percent. tail outcome).
In practice, this choice is difficult as adverse
economic outcomes are typically thought of
in terms of how variables evolve in an
absolute sense rather than how far away they
lie in the probability space away from the
baseline. In this sense, a scenario featuring a
recession may be somewhat clearer and more
straightforward to communicate. Finally, the
probabilistic approach relies on estimates of
uncertainty around the baseline scenario and
such estimates are in practice model-
dependent.

4.2.2  Setting the Unemployment Rate
Under the Severely Adverse Scenario

a. The Board anticipates that the severely
adverse scenario will feature an
unemployment rate that increases between 3
to 5 percentage points from its initial level
over the course of 6 to 8 calendar quarters.33
The initial level will be set based on the
conditions at the time that the scenario is
designed. However, if a 3 to 5 percentage

3¢Even though all recessions feature increases in
the unemployment rate and contractions in incomes
and economic activity, the size of this change has
varied over post-war U.S. recessions. Table 1
documents the variability in the depth of post-war
U.S. recessions. Some recessions—labeled mild in
Table 1—have been relatively modest with GDP
edging down just slightly and the unemployment
rate moving up about a percentage point. Other
recessions—labeled severe in Table 1—have been
much harsher with GDP dropping 3% percent and
the unemployment rate moving up a total of about
4 percentage points.

35 Six to eight quarters is the average number of
quarters for which a severe recession lasts plus the
average number of subsequent quarters over which
the unemployment rate continues to rise. The
variable length of the timeframe reflects the
different paths to the peak unemployment rate
depending on the severity of the scenario.

point increase in the unemployment rate
does not raise the level of the unemployment
rate to at least 10 percent—the average level
to which it has increased in the most recent
three severe recessions—the path of the
unemployment rate in most cases will be
specified so as to raise the unemployment
rate to at least 10 percent.

b. This methodology is intended to
generate scenarios that feature stressful
outcomes but do not induce greater
procyclicality in the financial system and
macroeconomy. When the economy is in the
early stages of a recovery, the unemployment
rate in a baseline scenario generally trends
downward, resulting in a larger difference
between the path of the unemployment rate
in the severely adverse scenario and the
baseline scenario and a severely adverse
scenario that is relatively more intense.
Conversely, in a sustained strong
expansion—when the unemployment rate
may be below the level consistent with full
employment—the unemployment in a
baseline scenario generally trends upward,
resulting in a smaller difference between the
path of the unemployment rate in the
severely adverse scenario and the baseline
scenario and a severely adverse scenario that
is relatively less intense. Historically, a 3 to
5 percentage point increase in
unemployment rate is reflective of stressful
conditions. As illustrated in Table 1, over the
last half-century, the U.S. economy has
experienced four severe post-war recessions.
In all four of these recessions the
unemployment rate increased 3 to 5
percentage points and in the three most
recent of these recessions the unemployment
rate reached a level between 9 percent and
11 percent.

¢. Under this method, if the initial
unemployment rate were low—as it would be
after a sustained long expansion—the
unemployment rate in the scenario would
increase to a level as high as what has been
seen in past severe recessions. However, if
the initial unemployment rate were already
high—as would be the case in the early stages
of a recovery—the unemployment rate would
exhibit a change as large as what has been
seen in past severe recessions.

d. The Board believes that the typical
increase in the unemployment rate in the
severely adverse scenario will be about 4
percentage points. However, the Board will
calibrate the increase in unemployment
based on its views of the status of cyclical
systemic risk. The Board intends to set the
unemployment rate at the higher end of the
range if the Board believed that cyclical
systemic risks were high (as it would be after
a sustained long expansion), and to the lower
end of the range if cyclical systemic risks
were low (as it would be in the earlier stages
of a recovery). This may result in a scenario
that is slightly more intense than normal if
the Board believed that cyclical systemic
risks were increasing in a period of robust
expansion.3¢ Conversely, it will allow the

36 Note, however, that the severity of the scenario
would not exceed an implausible level: even at the
upper end of the range of unemployment-rate
increases, the path of the unemployment rate would
still be consistent with severe post-war U.S.
recessions.

Board to specify a scenario that is slightly
less intense than normal in an environment
where systemic risks appeared subdued, such
as in the early stages of an expansion.
However, even at the lower end of the range
of unemployment-rate increases, the scenario
will still feature an increase in the
unemployment rate similar to what has been
seen in about half of the severe recessions of
the last 50 years.

e. As indicated previously, ifa 3 to 5
percentage point increase in the
unemployment rate does not raise the level
of the unemployment rate to 10 percent—the
average level to which it has increased in the
most recent three severe recessions—the path
of the unemployment rate will be specified
so as to raise the unemployment rate to 10
percent. Setting a floor for the unemployment
rate at 10 percent recognizes the fact that not
only do cyclical systemic risks build up at
financial intermediaries during robust
expansions but that these risks are also easily
obscured by the buoyant environment.

f. In setting the increase in the
unemployment rate, the Board will consider
the extent to which analysis by economists,
supervisors, and financial market experts
finds cyclical systemic risks to be elevated
(but difficult to be captured more precisely
in one of the scenario’s other variables). In
addition, the Board—in light of impending
shocks to the economy and financial
system—will also take into consideration the
extent to which a scenario of some increased
severity might be necessary for the results of
the stress test and the associated supervisory
actions to sustain confidence in financial
institutions.

g. While the approach to specifying the
severely adverse scenario is designed to
avoid adding sources of procyclicality to the
financial system, it is not designed to
explicitly offset any existing procyclical
tendencies in the financial system. The
purpose of the stress test scenarios is to make
sure that the companies are properly
capitalized to withstand severe economic and
financial conditions, not to serve as an
explicit countercyclical offset to the financial
system.

h. In developing the approach to the
unemployment rate, the Board also
considered a method that would increase the
unemployment rate to some fairly elevated
fixed level over the course of 6 to 8 quarters.
This will result in scenarios being more
severe in robust expansions (when the
unemployment rate is low) and less severe in
the early stages of a recovery (when the
unemployment rate is high) and so would not
result in pro-cyclicality. Depending on the
initial level of the unemployment rate, this
approach could lead to only a very modest
increase in the unemployment rate—or even
a decline. As a result, this approach—while
not procyclical—could result in scenarios not
featuring stressful macroeconomic outcomes.

4.2.3 Setting the Other Variables in the
Severely Adverse Scenario

a. Generally, all other variables in the
severely adverse scenario will be specified to
be consistent with the increase in the
unemployment rate. The approach for
specifying the paths of these variables in the
scenario will be a combination of (1) how



Federal Register/Vol. 78, No. 230/ Friday, November 29, 2013 /Rules and Regulations

71445

economic models suggest that these variables
should evolve given the path of the
unemployment rate, (2) how these variables
have typically evolved in past U.S.
recessions, and (3) and evaluation of these
and other factors.

b. Economic models—such as medium-
scale macroeconomic models—should be
able to generate plausible paths consistent
with the unemployment rate for a number of
scenario variables, such as real GDP growth,
CPI inflation and short-term interest rates,
which have relatively stable (direct or
indirect) relationships with the
unemployment rate (e.g., Okun’s Law, the
Phillips Curve, and interest rate feedback
rules). For some other variables, specifying
their paths will require a case-by-case
consideration. For example, declining house
prices, which are an important source of
stress to a company’s balance sheet, are not
a steadfast feature of recessions, and the
historical relationship of house prices with
the unemployment rate or any other variable
that deteriorates in recessions is not strong.
Simply adopting their typical path in a
severe recession would likely underestimate
risks stemming from the housing sector. In
this case, some modified approach—in which
perhaps recessions in which house prices
declined were judgmentally weighted more
heavily—will be appropriate.

¢. In addition, judgment is necessary in
projecting the path of a scenario’s
international variables. Recessions that occur
simultaneously across countries are an
important source of stress to the balance
sheets of companies with notable
international exposures but are not an
invariable feature of the international
economy. As a result, simply adopting the
typical path of international variables in a
severe U.S. recession would likely
underestimate the risks stemming from the
international economy. Consequently, an
approach like that used for projecting house
prices is followed where judgment and
economic models together inform the path of
international variables.

4.2.4 Adding Salient Risks to the Severely
Adverse Scenario

a. The severely adverse scenario will be
developed to reflect specific risks to the
economic and financial outlook that are
especially salient but will feature minimally
in the scenario if the Board were only to use
approaches that looked to past recessions or
relied on historical relationships between
variables.

b. There are some important instances
when it will be appropriate to augment the
recession approach with salient risks. For
example, if an asset price were especially
elevated and thus potentially vulnerable to
an abrupt and potentially destabilizing
decline, it would be appropriate to include
such a decline in the scenario even if such
a large drop were not typical in a severe
recession. Likewise, if economic
developments abroad were particularly
unfavorable, assuming a weakening in
international conditions larger than what
typically occurs in severe U.S. recessions
would likely also be appropriate.

c. Clearly, while the recession component
of the severely adverse scenario is within

some predictable range, the salient risk
aspect of the scenario is far less so, and
therefore, needs an annual assessment. Each
year, the Board will identify the risks to the
financial system and the domestic and
international economic outlooks that appear
more elevated than usual, using its internal
analysis and supervisory information and in
consultation with the Federal Deposit
Insurance Corporation (FDIC) and the Office
of the Comptroller of the Currency (OCC).
Using the same information, the Board will
then calibrate the paths of the
macroeconomic and financial variables in the
scenario to reflect these risks.

d. Detecting risks that have the potential to
weaken the banking sector is particularly
difficult when economic conditions are
buoyant, as a boom can obscure the
weaknesses present in the system. In
sustained robust expansions, therefore, the
selection of salient risks to augment the
scenario will err on the side of including
risks of uncertain significance.

e. The Board will factor in particular risks
to the domestic and international
macroeconomic outlook identified by its
economists, bank supervisors, and financial
market experts and make appropriate
adjustments to the paths of specific economic
variables. These adjustments will not be
reflected in the general severity of the
recession and, thus, all macroeconomic
variables; rather, the adjustments will apply
to a subset of variables to reflect co-
movements in these variables that are
historically less typical. The Board plans to
discuss the motivation for the adjustments
that it makes to variables to highlight
systemic risks in the narrative describing the
scenarios.37

4.3 Approach for Formulating
Macroeconomic Assumptions in the Adverse
Scenario

a. The adverse scenario can be developed
in a number of different ways, and the
selected approach will depend on a number
of factors, including how the Board intends
to use the results of the adverse scenario.38
Generally, the Board believes that the
companies should consider multiple adverse
scenarios for their internal capital planning
purposes, and likewise, it is appropriate that
the Board consider more than one adverse
scenario to assess a company’s ability to
withstand stress. Accordingly, the Board
does not identify a single approach for
specifying the adverse scenario. Rather, the
adverse scenario will be formulated

37 The means of effecting an adjustment to the
severely adverse scenario to address salient
systemic risks differs from the means used to adjust
the unemployment rate. For example, in adjusting
the scenario for an increased unemployment rate,
the Board would modify all variables such that the
future paths of the variables are similar to how
these variables have moved historically. In contrast,
to address salient risks, the Board may only modify
a small number of variables in the scenario and, as
such, their future paths in the scenario would be
somewhat more atypical, albeit not implausible,
given existing risks.

38 For example, in the context of CCAR, the Board
currently uses the adverse scenario as one
consideration in evaluating a bank holding
company’s capital adequacy.

according to one of the possibilities listed
below. The Board may vary the approach it
uses for the adverse scenario each year so
that the results of the scenario provide the
most value to supervisors, in light of current
condition of the economy and the financial
services industry.

b. The simplest method to specify the
adverse scenario is to develop a less severe
version of the severely adverse scenario. For
example, the adverse scenario could be
formulated such that the deviations of the
paths of the variables relative to the baseline
were simply one-half of or two-thirds of the
deviations of the paths of the variables
relative to the baseline in the severely
adverse scenario. A priori, specifying the
adverse scenario in this way may appear
unlikely to provide the greatest possible
informational value to supervisors—given
that it is just a less severe version of the
severely adverse scenario. However, to the
extent that the effect of macroeconomic
variables on company loss positions and
incomes are nonlinear, there could be
potential value from this approach.

c. Another method to specify the adverse
scenario is to capture risks in the adverse
scenario that the Board believes should be
understood better or should be monitored,
but does not believe should be included in
the severely adverse scenario, perhaps
because these risks would render the
scenario implausibly severe. For instance, the
adverse scenario could feature sizable
increases in oil or natural gas prices or shifts
in the yield curve that are atypical in a
recession. The adverse scenario might also
feature less acute, but still consequential,
adverse outcomes, such as a disruptive
slowdown in growth from emerging-market
economies.

d. Under the Board’s stress test rules,
covered companies are required to develop
their own scenarios for mid-cycle company-
run stress tests.39 A particular combination of
risks included in these scenarios may inform
the design of the adverse scenario for annual
stress tests. In this same vein, another
possibility would be to use modified versions
of the circumstances that companies describe
in their living wills as being able to cause
their failures.

e. It might also be informative to
periodically use a stable adverse scenario, at
least for a few consecutive years. Even if the
scenario used for the stress test does not
change over the credit cycle, if companies
tighten and relax lending standards over the
cycle, their loss rates under the adverse
scenario—and indirectly the projected
changes to capital—would decrease and
increase, respectively. A consistent scenario
would allow the direct observation of how
capital fluctuates to reflect growing cyclical
risks.

f. The Board may consider specifying the
adverse scenario using the probabilistic
approach described in section 4.2.1 (that is,
with a specified lower probability of
occurring than the severely adverse scenario
but a greater probability of occurring than the
baseline scenario). The approach has some
intuitive appeal despite its shortcomings. For

3912 CFR 252.145.
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example, using this approach for the adverse
scenario could allow the Board to explore an
alternative approach to develop stress testing
scenarios and their effect on a company’s net
income and capital.

g. Finally, the Board could design the
adverse scenario based on a menu of
historical experiences—such as, a moderate
recession (e.g., the 1990-1991 recession); a
stagflation event (e.g., stagflation during
1974); an emerging markets crisis (e.g., the
Asian currency crisis of 1997—-1998); an oil
price shock (e.g., the shock during the run up
to the 1990-1991 recession); or high inflation
shock (e.g., the inflation pressures of 1977—
1979). The Board believes these are
important stresses that should be understood;
however, there may be notable benefits from
formulating the adverse scenario following
other approaches—specifically, those
described previously in this section—and
consequently the Board does not believe that
the adverse scenario should be limited to
historical episodes only.

h. With the exception of cases in which the
probabilistic approach is used to generate the
adverse scenario, the adverse scenario will at
a minimum contain a mild to moderate
recession. This is because most of the value
from investigating the implications of the
risks described above is likely to be obtained
from considering them in the context of
balance sheets of companies that are under
some stress.

5. Approach for Formulating the Market
Shock Component

a. This section discusses the approach the
Board proposes to adopt for developing the
market shock component of the adverse and
severely adverse scenarios appropriate for
companies with significant trading activities.
The design and specification of the market
shock component differs from that of the
macroeconomic scenarios because profits and
losses from trading are measured in mark-to-
market terms, while revenues and losses from
traditional banking are generally measured
using the accrual method. As noted above,
another critical difference is the time-
evolution of the market shock component.
The market shock component consists of an
instantaneous ‘“‘shock” to a large number of
risk factors that determine the mark-to-
market value of trading positions, while the
macroeconomic scenarios supply a projected
path of economic variables that affect
traditional banking activities over the entire
planning period.

b. The development of the market shock
component that are detailed in this section
are as follows: baseline (subsection 5.1),
severely adverse (subsection 5.2), and
adverse (subsection 5.3).

5.1 Approach for Formulating the Market
Shock Component Under the Baseline
Scenario

By definition, market shocks are large,
previously unanticipated moves in asset
prices and rates. Because asset prices should,
broadly speaking, reflect consensus opinions
about the future evolution of the economy,
large price movements, as envisioned in the
market shock, should not occur along the
baseline path. As a result, the market shock
will not be included in the baseline scenario.

5.2 Approach for Formulating the Market
Shock Component Under the Severely
Adverse Scenario

This section addresses possible approaches
to designing the market shock component in
the severely adverse scenario, including
important considerations for scenario design,
possible approaches to designing scenarios,
and a development strategy for implementing
the preferred approach.

5.2.1 Design Considerations for Market
Shocks

a. The general market practice for stressing
a trading portfolio is to specify market shocks
either in terms of extreme moves in
observable, broad market indicators and risk
factors or directly as large changes to the
mark-to-market values of financial
instruments. These moves can be specified
either in relative terms or absolute terms.
Supplying values of risk factors after a
“shock” is roughly equivalent to the
macroeconomic scenarios, which supply
values for a set of economic and financial
variables; however, trading stress testing
differs from macroeconomic stress testing in
several critical ways.

b. In the past, the Board used one of two
approaches to specify market shocks. During
SCAP and CCAR in 2011, the Board used a
very general approach to market shocks and
required companies to stress their trading
positions using changes in market prices and
rates experienced during the second half of
2008, without specifying risk factor shocks.
This broad guidance resulted in
inconsistency across companies both in
terms of the severity and the application of
shocks. In certain areas companies were
permitted to use their own experience during
the second half of 2008 to define shocks. This
resulted in significant variation in shock
severity across companies.

c. To enhance the consistency and
comparability in market shocks for the stress
tests in 2012 and 2013, the Board provided
to each trading company more than 35,000
specific risk factor shocks, primarily based
on market moves in the second half of 2008.
While the number of risk factors used in
companies’ pricing and stress-testing models
still typically exceed that provided in the
Board’s scenarios, the greater specificity
resulted in more consistency in the scenario
across companies. The benefit of the
comprehensiveness of risk factor shocks is at
least partly offset by potential difficulty in
creating shocks that are coherent and
internally consistent, particularly as the
framework for developing market shocks
deviates from historical events.

d. Also importantly, the ultimate losses
associated with a given market shock will
depend on a company’s trading positions,
which can make it difficult to rank order, ex
ante, the severity of the scenarios. In certain
instances, market shocks that include large
market moves may not be particularly
stressful for a given company. Aligning the
market shock with the macroeconomic
scenario for consistency may result in certain
companies actually benefiting from risk
factor moves of larger magnitude in the
market scenario if the companies are hedging
against salient risks to other parts of their

business. Thus, the severity of market shocks
must be calibrated to take into account how
a complex set of risks, such as directional
risks and basis risks, interacts with each
other, given the companies’ trading positions
at the time of stress. For instance, a large
depreciation in a foreign currency would
benefit companies with net short positions in
the currency while hurting those with net
long positions. In addition, longer maturity
positions may move differently from shorter
maturity positions, adding further
complexity.

e. The instantaneous nature of market
shocks and the immediate recognition of
mark-to-market losses add another element to
the design of market shocks, and to
determining the appropriate severity of
shocks. For instance, in previous stress tests,
the Board assumed that market moves that
occurred over the six-month period in late
2008 would occur instantaneously. The
design of the market shocks must factor in
appropriate assumptions around the period
of time during which market events will
unfold and any associated market responses.

5.2.2 Approaches to Market Shock Design

a. As an additional component of the
adverse and severely adverse scenarios, the
Board plans to use a standardized set of
market shocks that apply to all companies
with significant trading activity. The market
shocks could be based on a single historical
episode, multiple historical periods,
hypothetical (but plausible) events, or some
combination of historical episodes and
hypothetical events (hybrid approach).
Depending on the type of hypothetical
events, a scenario based on such events may
result in changes in risk factors that were not
previously observed. In the supervisory
scenarios for 2012 and 2013, the shocks were
largely based on relative moves in asset
prices and rates during the second half of
2008, but also included some additional
considerations to factor in the widening of
spreads for European sovereigns and
financial companies based on actual
observation during the latter part of 2011.

b. For the market shock component in the
severely adverse scenario, the Board plans to
use the hybrid approach to develop shocks.
The hybrid approach allows the Board to
maintain certain core elements of consistency
in market shocks each year while providing
flexibility to add hypothetical elements based
on market conditions at the time of the stress
tests. In addition, this approach will help
ensure internal consistency in the scenario
because of its basis in historical episodes;
however, combining the historical episode
and hypothetical events may require small
adjustments to ensure mutual consistency of
the joint moves. In general, the hybrid
approach provides considerable flexibility in
developing scenarios that are relevant each
year, and by introducing variations in the
scenario, the approach will also reduce the
ability of companies with significant trading
activity to modify or shift their portfolios to
minimize expected losses in the severely
adverse market shock.

c. The Board has considered a number of
alternative approaches for the design of
market shocks. For example, the Board
explored an option of providing tailored
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market shocks for each trading company,
using information on the companies’
portfolio gathered through ongoing
supervision, or other means. By specifically
targeting known or potential vulnerabilities
in a company’s trading position, the tailored
approach will be useful in assessing each
company’s capital adequacy as it relates to
the company’s idiosyncratic risk. However,
the Board does not believe this approach to
be well-suited for the stress tests required by
regulation. Consistency and comparability
are key features of annual supervisory stress
tests and annual company-run stress tests
required in the stress test rules. It would be
difficult to use the information on the
companies’ portfolio to design a common set
of shocks that are universally stressful for all
covered companies. As a result, this
approach will be better suited to more
customized, tailored stress tests that are part
of the company’s internal capital planning
process or to other supervisory efforts outside
of the stress tests conducted under the capital
rule and the stress test rules.

5.2.3 Development of the Market Shock

a. Consistent with the approach described
above, the market shock component for the
severely adverse scenario will incorporate
key elements of market developments during
the second half of 2008, but also incorporate
observations from other periods or price and
rate movements in certain markets that the
Board deems to be plausible though such
movements may not have been observed
historically. Over time the Board also expects
to rely less on market events of the second
half of 2008 and more on hypothetical events
or other historical episodes to develop the
market shock.

b. The developments in the credit markets
during the second half of 2008 were
unprecedented, providing a reasonable basis
for market shocks in the severely adverse
scenario. During this period, key risk factors
in virtually all asset classes experienced
extremely large shocks; the collective breadth
and intensity of the moves have no parallels
in modern financial history and, on that
basis, it seems likely that this episode will
continue to be the most relevant historical
scenario, although experience during other
historical episodes may also guide the
severity of the market shock component of
the severely adverse scenario. Moreover, the
risk factor moves during this episode are
directly consistent with the “recession”
approach that underlies the macroeconomic
assumptions. However, market shocks based
only on historical events could become stale
and less relevant over time as the company’s
positions change, particularly if more salient
features are not added each year.

c. While the market shocks based on the
second half of 2008 are of unparalleled
magnitude, the shocks may become less
relevant over time as the companies’ trading
positions change. In addition, more recent
events could highlight the companies’
vulnerability to certain market events. For
example, in 2011, Eurozone credit spreads in
the sovereign and financial sectors surpassed
those observed during the second half of
2008, necessitating the modification of the
severely adverse market shock in 2012 and
2013 to reflect a salient source of stress to

trading positions. As a result, it is important
to incorporate both historical and
hypothetical outcomes into market shocks for
the severely adverse scenario. For the time
being, the development of market shocks in
the severely adverse scenario will begin with
the risk factor movements in a particular
historical period, such as the second half of
2008. The Board will then consider
hypothetical but plausible outcomes, based
on financial stability reports, supervisory
information, and internal and external
assessments of market risks and potential
flash points. The hypothetical outcomes
could originate from major geopolitical,
economic, or financial market events with
potentially significant impacts on market risk
factors. The severity of these hypothetical
moves will likely be guided by similar
historical events, assumptions embedded in
the companies’ internal stress tests or market
participants, and other available information.
d. Once broad market scenarios are agreed
upon, specific risk factor groups will be
targeted as the source of the trading stress.
For example, a scenario involving the failure
of a large, interconnected globally active
financial institution could begin with a sharp
increase in credit default swap spreads and
a precipitous decline in asset prices across
multiple markets, as investors become more
risk averse and market liquidity evaporates.
These broad market movements will be
extrapolated to the granular level for all risk
factors by examining transmission channels
and the historical relationships between
variables, though in some cases, the
movement in particular risk factors may be
amplified based on theoretical relationships,
market observations, or the saliency to
company trading books. If there is a
disagreement between the risk factor
movements in the historical event used in the
scenario and the hypothetical event, the
Board will reconcile the differences by
assessing a priori expectation based on
financial and economic theory and the
importance of the risk factors to the trading
positions of the covered companies.

5.3 Approach for Formulating the Market
Shock Under the Adverse Scenario

a. The market shock component included
in the adverse scenario will feature risk factor
movements that are generally less significant
than the market shock component of the
severely adverse scenario. However, the
adverse market shock may also feature risk
factor shocks that are substantively different
from those included in the severely adverse
scenario, in order to provide useful
information to supervisors. As in the case of
the macroeconomic scenario, the market
shock component in the adverse scenario can
be developed in a number of different ways.

b. The adverse scenario could be
differentiated from the severely adverse
scenario by the absolute size of the shock, the
scenario design process (e.g., historical
events versus hypothetical events), or some
other criteria. The Board expects that as the
market shock component of the adverse
scenario may differ qualitatively from the
market shock component of the severely
adverse scenario, the results of adverse
scenarios may be useful in identifying a

particularly vulnerable area in a trading
company’s positions.

c. There are several possibilities for the
adverse scenario and the Board may use a
different approach each year to better explore
the vulnerabilities of companies with
significant trading activity. One approach is
to use a scenario based on some combination
of historical events. This approach is similar
to the one used for for the market shock in
2012, where the market shock component
was largely based on the second half of 2008,
but also included a number of risk factor
shocks that reflected the significant widening
of spreads for European sovereigns and
financials in late 2011. This approach will
provide some consistency each year and
provide an internally consistent scenario
with minimal implementation burden.
Having a relatively consistent adverse
scenario may be useful as it potentially
serves as a benchmark against the results of
the severely adverse scenario and can be
compared to past stress tests.

d. Another approach is to have an adverse
scenario that is identical to the severely
adverse scenario, except that the shocks are
smaller in magnitude (e.g., 100 basis points
for adverse versus 200 basis points for
severely adverse). This “‘scaling approach”
generally fits well with an intuitive
interpretation of “‘adverse”” and ‘‘severely
adverse.” Moreover, since the nature of the
moves will be identical between the two
classes of scenarios, there will be at least
directional consistency in the risk factor
inputs between scenarios. While under this
approach the adverse scenario will be
superficially identical to the severely
adverse, the logic underlying the severely
adverse scenario may not be applicable. For
example, if the severely adverse scenario was
based on a historical scenario, the same
could not be said of the adverse scenario. It
is also remains possible, although unlikely,
that a scaled adverse scenario actually will
result in greater losses, for some companies,
than the severely adverse scenario with
similar moves of greater magnitude. For
example, if some companies are hedging
against tail outcomes then the more extreme
trading book dollar losses may not
correspond to the most extreme market
moves. The market shock component of the
adverse scenario in 2013 was largely based
on the scaling approach where a majority of
risk factor shocks were smaller in magnitude
than the severely adverse scenario, but it also
featured long-term interest rate shocks that
were not part of the severely adverse market
shock.

e. Alternatively, the market shock
component of an adverse scenario could
differ substantially from the severely adverse
scenario with respect to the sizes and nature
of the shocks. Under this approach, the
market shock component could be
constructed using some combination of
historical and hypothetical events, similar to
the severely adverse scenario. As a result, the
market shock component of the adverse
scenario could be viewed as an alternative to
the severely adverse scenario and, therefore,
it is possible that the adverse scenario could
have larger losses for some companies than
the severely adverse scenario.
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f. Finally, the design of the adverse
scenario for annual stress tests could be
informed by the companies’ own trading
scenarios used for their BHC-designed
scenarios in CCAR and in their mid-cycle
company-run stress tests.40

6. Consistency Between the Macroeconomic
Scenarios and the Market Shock

a. As discussed earlier, the market shock
comprises a set of movements in a very large
number of risk factors that are realized
instantaneously. Among the risk factors
specified in the market shock are several
variables also specified in the
macroeconomic scenarios, such as short- and
long-maturity interest rates on Treasury and

corporate debt, the level and volatility of U.S.

stock prices, and exchange rates.

b. The market shock component is an add-
on to the macroeconomic scenarios that is
applied to a subset of companies, with no
assumed effect on other aspects of the stress
tests such as balances, revenues, or other
losses. As a result, the market shock
component may not be always directionally
consistent with the macroeconomic scenario.
Because the market shock is designed, in
part, to mimic the effects of a sudden market
dislocation, while the macroeconomic
scenarios are designed to provide a
description of the evolution of the real
economy over two or more years, assumed

economic conditions can move in
significantly different ways. In effect, the
market shock can simulate a market panic,
during which financial asset prices move
rapidly in unexpected directions, and the
macroeconomic assumptions can simulate
the severe recession that follows. Indeed, the
pattern of a financial crisis, characterized by
a short period of wild swings in asset prices
followed by a prolonged period of moribund
activity, and a subsequent severe recession is
familiar and plausible.

c. As discussed in section 4.2.4, the Board
may feature a particularly salient risk in the
macroeconomic assumptions for the severely
adverse scenario, such as a fall in an elevated
asset price. In such instances, the Board may
also seek to reflect the same risk in one of
the market shocks. For example, if the
macroeconomic scenario were to feature a
substantial decline in house prices, it may
seem plausible for the market shock to also
feature a significant decline in market values
of any securities that are closely tied to the
housing sector or residential mortgages.

d. In addition, as discussed in section 4.3,
the Board may specify the macroeconomic
assumptions in the adverse scenario in such
a way as to explore risks qualitatively
different from those in the severely adverse
scenario. Depending on the nature and type
of such risks, the Board may also seek to

reflect these risks in one of the market shocks
as appropriate.

7. Timeline for Scenario Publication

a. The Board will provide a description of
the macroeconomic scenarios by no later
than November 15 of each year. During the
period immediately preceding the
publication of the scenarios, the Board will
collect and consider information from
academics, professional forecasters,
international organizations, domestic and
foreign supervisors, and other private-sector
analysts that regularly conduct stress tests
based on U.S. and global economic and
financial scenarios, including analysts at the
covered companies. In addition, the Board
will consult with the FDIC and the OCC on
the salient risks to be considered in the
scenarios. The Board expects to conduct this
process in July and August of each year and
to update the scenarios based on incoming
macroeconomic data releases and other
information through the end of October.

b. The Board expects to provide a broad
overview of the market shock component
along with the macroeconomic scenarios.
The Board will publish the market shock
templates by no later than December 1 of
each year, and intends to publish the market
shock earlier in the stress test and capital
plan cycles to allow companies more time to
conduct their stress tests.

TABLE 1—CLASSIFICATION OF U.S. RECESSIONS

Change in the Total change

Peak T h S it Duration Decline in Unemployment 'T the U?e"t"
ea roug everity (quarters) Real GDP thRate during ﬁnoc¥.rnaﬁ?err?hg

e Recession Recession)
1957Q3 1958Q2 SeVEre ..o.cccvrieniiieenn -3.6 3.2 3.2
1960Q2 .... 1961Q1 .. Moderate ........cccoevercennnnns -1.0 1.6 1.8
1969Q4 ... 1970Q4 .. Moderate ........cccoevervvenienns -0.2 2.2 2.4
1973Q4 ... 1975Q1 .. Severe ....cvevviieienn. -3.1 3.4 41
1980Q1 ... 1980Q8 .. Moderate ........cccoevervvenienns —-22 1.4 1.4
1981Q83 ... 1982Q4 .. Severe ....ceveiviieieenn. -238 3.3 3.3
1990Q3 .... 1991Q1 .. Mild e -1.3 0.9 1.9
2001Q1 ... 2001Q4 .. Mild e 0.2 1.3 2.0
2007Q4 ... 2009Q2 .. SEVEIE ..ocveeeeieeeeeenn -4.3 45 5.1
AVErage ....cceee | corveeieennn SEeVere ....cccvciiiiiiiiiieee -35 3.7 3.9
Average ... Moderate .........cccccoeeunnnee. -1.1 1.8 1.8
AVErage ... | ceeiieeniee e Mild e -0.6 1.1 1.9

Source: Bureau of Economic Analysis, National Income and Product Accounts, Comprehensive Revision on July 31, 2013.

By order of the Board of Governors of the
Federal Reserve System, November 6, 2013.

Robert deV. Frierson,

Secretary of the Board.

[FR Doc. 2013-27009 Filed 11-27-13; 8:45 am]
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Regional Reliability Standard BAL-
002-WECC—-2—Contingency Reserve

AGENCY: Federal Energy Regulatory
Commission, DOE.

ACTION: Final rule.

4012 CFR 252.145.

SUMMARY: Under section 215 of the
Federal Power Act, the Federal Energy
Regulatory Commission (Commission)
approves regional Reliability Standard
BAL-002—-WECC-2 (Contingency
Reserve). The North American Electric
Reliability Corporation (NERC) and
Western Electricity Coordinating
Council (WECC) submitted the regional
Reliability Standard to the Commission
for approval. The regional Reliability
Standard applies to balancing
authorities and reserve sharing groups
in the WECC Region and is meant to
specify the quantity and types of
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contingency reserve required to ensure
reliability under normal and abnormal
conditions.

DATES: Effective Date: This rule will
become effective January 28, 2014.

FOR FURTHER INFORMATION CONTACT:

Andrés Lopez Esquerra (Technical
Information), Office of Electric
Reliability, Division of Reliability
Standards, Federal Energy Regulatory
Commission, 888 First Street NE.,
Washington, DC 20426, Telephone:
(202) 502-6128, Andres.Lopez@ferc.gov.

Matthew Vlissides (Legal
Information), Office of the General
Counsel, Federal Energy Regulatory
Commission, 888 First Street NE.,
Washington, DC 20426, Telephone:
(202) 502—8408, Matthew.Vlissides@
ferc.gov.

SUPPLEMENTARY INFORMATION: 145 FERC
q 61,141, United States of America,
Federal Energy Regulatory Commission
Before Commissioners: Jon Wellinghoff,
Chairman; Philip D. Moeller, John R.
Norris, Cheryl A. LaFleur, and Tony Clark.

Regional Reliability Standard BAL-
002-WECC-2—Contingency Reserve

Docket No. RM13-13-000
Order No. 789

Final Rule

(Issued November 21, 2013)

1. Under section 215 of the Federal
Power Act (FPA),* the Commission
approves regional Reliability Standard
BAL-002-WECC-2 (Contingency
Reserve). The North American Electric
Reliability Corporation (NERC) and
Western Electricity Coordinating
Council (WECC) submitted the regional
Reliability Standard to the Commission
for approval. The WECC regional
Reliability Standard applies to
balancing authorities and reserve
sharing groups in the WECC Region and
is meant to specify the quantity and
types of contingency reserve required to
ensure reliability under normal and
abnormal conditions.

2. The Commission approves the
associated violation risk factors (VRFs)
and violation severity levels (VSLs),
implementation plan, and effective date
proposed by NERC and WECC. The
Commission also approves the
retirement of WECC regional Reliability
Standard BAL-STD-002-0 (Operating
Reserves) and the removal of two WECC
Regional Definitions, ‘“Non-Spinning
Reserve” and “Spinning Reserve,” from
the Glossary of Terms Used in NERC

116 U.S.C. 8240.

Reliability Standards (NERC Glossary).2
In addition, the Commission directs
NERC to submit an informational filing
after the first two years of
implementation of regional Reliability
Standard BAL-002—WECC-2 that
addresses the adequacy of contingency
reserve in the Western Interconnection.

I. Background

A. Mandatory Reliability Standards

3. Section 215(c) of the FPA requires
a Commission-certified Electric
Reliability Organization (ERO) to
develop mandatory and enforceable
Reliability Standards that are subject to
Commission review and approval. Once
approved, the Reliability Standards may
be enforced by NERC, subject to
Commission oversight, or by the
Commission independently.3

4. A Regional Entity may develop a
Reliability Standard for Commission
approval to be effective in that region
only.4 In Order No. 672, the
Commission stated that:

As a general matter, we will accept the
following two types of regional differences,
provided they are otherwise just, reasonable,
not unduly discriminatory or preferential and
in the public interest, as required under the
statute: (1) a regional difference that is more
stringent than the continent-wide Reliability
Standard, including a regional difference that
addresses matters that the continent-wide
Reliability Standard does not; and (2) a
regional Reliability Standard that is
necessitated by a physical difference in the
Bulk-Power System.5

5. On April 19, 2007, the Commission
accepted delegation agreements between
NERC and each of the eight Regional
Entities.® In the order, the Commission
accepted WECC as a Regional Entity.

B. NERC Reliability Standard BAL-002-
1 (Disturbance Control Performance)

6. In Order No. 693, the Commission
approved NERC Reliability Standard
BAL-002-0.7 On January 10, 2011, the

2North American Electric Reliability Corporation
Definitions Used in the Rules of Procedure,
Appendix 2 to the NERC Rules of Procedure
(effective September 3, 2013).

316 U.S.C. 8240(e).

416 U.S.C. 8240(e)(4). A Regional Entity is an
entity that has been approved by the Commission
to enforce Reliability Standards under delegated
authority from the ERO. See 16 U.S.C. 8240(a)(7)
and (e)(4).

5 Rules Concerning Certification of the Electric
Reliability Organization; and Procedures for the
Establishment, Approval, and Enforcement of
Electric Reliability Standards, Order No. 672, FERC
Stats. & Regs. 1 31,204, at P 291, order on reh’g,
Order No. 672—A, FERC Stats. & Regs. {31,212
(2006).

6 North American Electric Reliability Corp., 119
FERC { 61,060, order on reh’g, 120 FERC { 61,260
(2007).

7 Mandatory Reliability Standards for the Bulk-
Power System, Order No. 693, FERC Stats. & Regs.

Commission approved a revised version
of the NERC Reliability Standard, BAL—
002—1 (Disturbance Control
Performance), which NERC developed
and submitted to address directives
contained in Order No. 693.8 The
purpose of NERC Reliability Standard
BAL-002-1 is to ensure that a balancing
authority is able to use its contingency
reserve to balance resources and
demand and return Interconnection
frequency within defined limits
following a Reportable Disturbance.®

C. WECC Regional Reliability Standard
BAL-STD-002-0

7. On June 8, 2007, the Commission
approved WECC regional Reliability
Standard BAL-STD-002-0, which is
currently in effect.1® The Commission
stated that regional Reliability Standard
BAL-STD-002-0 was more stringent
than the NERC Reliability Standard
BAL-002-0 because the WECC regional
Reliability Standard required: (1) a more
stringent minimum reserve requirement;
and (2) restoration of contingency
reserves within 60 minutes, as opposed
to the 90-minute restoration period
required by the NERC Reliability
Standard BAL-002—0.1* The
Commission directed WECC to make
minor modifications to regional
Reliability Standard BAL-STD-002-0.
For example, the Commission
determined that: (1) regional definitions
should conform to definitions set forth
in the NERC Glossary unless a specific
deviation has been justified; and (2)
documents that are referenced in the
Reliability Standard should be attached
to the Reliability Standards. The
Commission also found that it is
important that regional Reliability
Standards and NERC Reliability
Standards achieve a reasonable level of
consistency in their structure so that
there is a common understanding of the
elements. Finally, the Commission
directed WECC to address stakeholder

q 31,242, order on reh’g, Order No. 693—-A, 120
FERC { 61,053 (2007).

8 North American Electric Reliability Corp., 134
FERC ] 61,015 (2011).

9The NERC Glossary defines Contingency
Reserve as “[t]he provision of capacity deployed by
the Balancing Authority to meet the Disturbance
Control Standard (DCS) and other NERC and
Regional Reliability Organization contingency
requirements.” The NERC Glossary defines
Reportable Disturbance as “[alny event that causes
an [Area Control Error (ACE)] change greater than
or equal to 80% of a Balancing Authority’s or
reserve sharing group’s most severe contingency.
The definition of a reportable disturbance is
specified by each Regional Reliability Organization.
This definition may not be retroactively adjusted in
response to observed performance.”

10 North American Electric Reliability Corp., 119
FERC q 61,260 (2007).

11]1d. P 53.
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concerns regarding ambiguities in the
terms “load responsibility”” and “‘firm
transaction.” 12

D. Remanded WECC Regional Reliability
Standard BAL-002-WECC-1

8. On March 25, 2009, NERC
submitted to the Commission for
approval WECC regional Reliability
Standard BAL-002—-WECC-1
(Contingency Reserves). In Order No.
740, the Commission remanded regional
Reliability Standard BAL-002—WECC-
1.13 In Order No. 740, the Commission
identified five issues with remanded
regional Reliability Standard BAL-002—
WECG-1: (1) the restoration period for
contingency reserve; (2) the calculation
of minimum contingency reserve; (3) the
use of firm load to meet the contingency
reserve requirement; (4) the use of
demand-side management as a resource;
and (5) miscellaneous directives.14

1. Restoration Period for Contingency
Reserve

9. The Commission stated that, while
the currently-effective WECC regional
Reliability Standard BAL-STD-002-0
requires restoration of contingency
reserve within 60 minutes, the
remanded WECC regional Reliability
Standard BAL-002—WECC—-1 would
have extended the restoration period to
90 minutes. The Commission
determined that NERGC and WECC did
not justify the extension of the reserve
restoration period from 60 minutes to 90
minutes or that such an extension
created an acceptable level of risk
within the Western Interconnection.

2. Calculation of Minimum Contingency
Reserve

10. The Commission stated that
WECGCC regional Reliability Standard
BAL-STD-002-0 currently requires that
minimum contingency reserve must
equal the greater of: (1) the loss of
generating capacity due to forced
outages of generation or transmission
equipment that would result from the
most severe single contingency or (2)
the sum of five percent of load
responsibility served by hydro
generation and seven percent of the load
responsibility served by thermal
generation. The remanded WECC
regional Reliability Standard BAL-002—
WECGC-1 included a similar
requirement, except that instead of
basing the calculation of minimum
contingency reserve on the sum of five

12]d. P 56.

13 Version One Regional Reliability Standard for
Resource and Demand Balancing, Order No. 740, 75
FR 65,964, 133 FERC { 61,063 (2010).

14 Order No. 740, 133 FERC { 61,063 at PP 26,

39, 49, 60, 66.

percent of load responsibility served by
hydro generation and seven percent of
the load responsibility served by
thermal generation, the minimum
contingency reserve calculation would
be based on the sum of three percent of
load (generation minus station service
minus net actual interchange) plus three
percent of net generation (generation
minus station service).

11. WECC submitted eight hours of
data from each of the four operating
seasons (summer, fall, winter, and
spring, both on and off-peak), which
demonstrated that the proposed
methodology for calculating minimum
contingency reserve would reduce total
contingency reserve required in the
Western Interconnection for each of the
eight hours assessed when compared
with the methodology in the currently-
effective WECC regional Reliability
Standard BAL-STD-002—-0.

12. The Commission accepted
WECC’s proposal, finding that “WECC’s
proposed calculation of minimum
contingency reserves is more stringent
than the national requirement and could
be part of a future proposal that the
Commission could find to be just,
reasonable, not unduly discriminatory
or preferential, and in the public
interest.”” 15 The Commission observed,
however, that “WECC also states that
the proposed regional Reliability
Standard does not excuse any non-
performance with the continent-wide
Disturbance Control Standard, which
requires each balancing authority or
reserve sharing group to activate
sufficient contingency reserve to comply
with the Disturbance Control
Standard.” 16

13. The Commission also stated that,
if WECC resubmitted its proposed
methodology for calculating minimum
contingency reserve, WECC and NERC
could support its proposal with “audits
specifically focused on contingency
reserves and whether the balancing
authorities are meeting the adequacy
and deliverability requirements . . .
[t]his auditing also could address the
concerns raised by some entities in
WECC that the original eight hours of
data provided in NERC’s petition is
insufficient to demonstrate that the
proposed minimum contingency reserve
requirements are sufficiently stringent
to ensure that entities within the
Western Interconnection will meet the
requirements of NERC’s continent-wide
Disturbance Control Standard, BAL—-
002-0.”17

151d. P 39.
16 Id.
171d. P 40.

3. Use of Firm Load To Meet
Contingency Reserve Requirement

14. In the Notice of Proposed
Rulemaking preceding Order No. 740,
the Commission stated that, unlike the
currently-effective regional Reliability
Standard BAL-STD-002-0, the
remanded regional Reliability Standard
BAL-002-WECC-1 was not technically
sound because it allowed balancing
authorities and reserve sharing groups
within WECC to use firm load to meet
their minimum contingency reserve
requirements once the reliability
coordinator declared a capacity or
energy emergency.'® However, in Order
No. 740, the Commission accepted
WECC'’s proposal finding that, although
remanded regional Reliability Standard
BAL-002-WECC-1 allowed balancing
authorities and reserve sharing groups
to use “Load, other than Interruptible
Load, once the Reliability Coordinator
has declared a capacity or energy
emergency,” these entities would not be
authorized to shed firm load unless the
applicable reliability coordinator had
issued a level 3 energy emergency alert
pursuant to Reliability Standard EOP-
002-2.1. The Commission directed
WECC to develop revised language to
clarify this point.1®

4. Demand-Side Management as a
Resource

15. The Commission determined that
remanded regional Reliability Standard
BAL-002-WECC-1 did not allow
demand-side management that is
technically capable of providing this
service to be used as a resource for
contingency reserve. The Commission
directed WECC to develop
modifications that would explicitly
provide that demand-side management
technically capable of providing this
service may be used as a resource for
both spinning and non-spinning
contingency reserve.2°

5. Miscellaneous Directives

16. The Commission directed WECC
to consider comments regarding the
meaning of the term ‘“‘net generation.”
The Commission also directed WECC to
consider comments stating that the
WECGCC regional Reliability Standard did
not assign any responsibility or
obligations on generator owners and
generator operators, and that balancing
authorities may be required to carry a
disproportionate share of the
contingency reserve obligation within
the Western Interconnection.21

18]d. P 43.
19]d. PP 48-49.
20]d. P 61.
21]d. P 66.
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E. Proposed Regional Reliability
Standard BAL-002-WECC-2

17. On April 12, 2013, NERC and
WECGC petitioned the Commission to
approve regional Reliability Standard
BAL-002-WECC-2 and the associated
violation risk factors and violation
severity levels, effective date, and
implementation plan. The petition also
requests retirement of the currently-
effective WECC regional Reliability
Standard BAL-STD-002-0 and removal
of two WECC Regional Definitions,
“Non-Spinning Reserve” and ““Spinning
Reserve,” from the NERC Glossary. The
petition states that the proposed WECC
regional Reliability Standard is just,
reasonable, not unduly discriminatory
or preferential, and in the public
interest because it satisfies the factors
set forth in Order No. 672, which the
Commission applies when reviewing a
proposed Reliability Standard.22

18. NERC states in the petition that
the Resource and Demand Balancing
(BAL) group of Reliability Standards
ensure that resources and demand are
balanced to maintain Interconnection
frequency within limits. The petition
states that the purpose of NERC
Reliability Standard BAL-002—1
(Disturbance Control Performance) is to
ensure the balancing authority is able to
use contingency reserve to balance
resources and demand and return
Interconnection frequency within
defined limits following a Reportable
Disturbance. NERC maintains that the
purpose of the proposed WECC regional
Reliability Standard BAL-002—WECC-2
is to provide a regional Reliability
Standard that specifies the quantity and
types of contingency reserve required to
ensure reliability under normal and
abnormal conditions.23

19. NERC asserts that the proposed
regional Reliability Standard addresses
the five issues identified in Order No.
740, which remanded the previously
proposed WECC regional Reliability
Standard BAL-002—-WECC-1. First, the
petition explains that proposed regional
Reliability Standard BAL-002—WECC-2,
Requirement R1, includes a 60-minute
restoration period for contingency
reserve, which is the same as the
currently-effective regional WECC
Reliability Standard BAL-STD—-002-0.24

20. Second, the petition includes two-
years of additional data to support the
method for calculating minimum
contingency reserve proposed in WECC
regional Reliability Standard BAL-002—
WECC-2, Requirement R1, which is the
same as the calculation proposed and

22 Petition, Exhibit A.
23 Petition at 2.
24]d. at 12.

accepted by the Commission in the
remanded WECC regional Reliability
Standard BAL-002—WECC-1.25

21. Third, the petition states that the
proposed WECC regional Reliability
Standard BAL-002-WECC-2,
Requirement R1, was modified to clarify
that balancing authorities and reserve
sharing groups within WECC are subject
to the same restrictions regarding the
use of firm load for contingency reserve
as balancing authorities elsewhere
operating under the NERC Reliability
Standards. NERC indicates that it has
clarified the connection to the Energy
Emergency Level 3 by incorporating
language from Reliability Standard
EOP-002-2.1, Attachment 1, Section B,
into WECC regional Reliability Standard
BAL-002—WECC-2, Requirement R1.26

22. Fourth, according to the petition,
WECC regional Reliability Standard
BAL-002—WECC-2, Requirement R1
was modified to explicitly provide that
demand-side management technically
capable of providing the service may be
used as a resource for contingency
reserve.2”

23. Fifth, the petition states that
WECC regional Reliability Standard
BAL-002—-WECC-2 replaces the term
“net generation” with the phrase
‘“generating energy values average over
each Clock Hour.” The petition notes
that the regional Reliability Standard
also includes a reference to Opinion No.
464, which addresses the issue of
behind-the-meter generation, in
response to comments raised in the
Order No. 740 rulemaking.28 The
petition also states that WECC regional
Reliability Standard BAL-002—WECC-2
allows for impacted balancing
authorities and reserve sharing groups
to enter into transactions to provide
contingency reserve for another
balancing authority or procure
contingency reserve from another
balancing authority to more equitably
allocate generation for purposes of the
reserve calculation. The petition further
states that the NERC Functional Model,
Version 5, more closely aligns the tasks
in the WECC regional Reliability
Standard BAL-002-WECC-2 with
balancing authorities than to generator
operators.29

25]d. at 13-16.

26 Id. at 18.

27]1d. at 16-18.

28 California Indep. Sys. Operation Corp.,
Opinion No. 464, 104 FERC { 61,196 (2003).

29NERC, Reliability Functional Model, Version 5
(approved May 2010), available at http://
www.nerc.com/files/Functional Model V5 Final
2009Dec1.pdf.

F. Notice of Proposed Rulemaking

24. On July 18, 2013, the Commission
issued a Notice of Proposed Rulemaking
(NOPR) proposing to approve regional
Reliability Standard BAL-002—WECC-2
as just, reasonable, not unduly
discriminatory or preferential, and in
the public interest. The Commission
also proposed to approve the associated
violation risk factors, violation severity
levels, implementation plan, effective
date, and the retirement of WECC
regional Reliability Standard BAL-STD—
002-0 (Operating Reserves) and the
removal of two WECC Regional
Definitions, “Non-Spinning Reserve”
and “Spinning Reserve,” from the NERGC
Glossary. The NOPR stated that the
WECC regional Reliability Standard is
more stringent than the NERC
Reliability Standard BAL-002—1
because the regional Reliability
Standard requires applicable entities to
restore contingency reserve within 60
minutes following the Disturbance
Recovery Period while the NERC
Reliability Standard only requires
restoration of contingency reserve
within 90 minutes. The NOPR also
stated that the method for calculating
minimum contingency reserve in the
regional Reliability Standard is more
stringent than Requirement R3.1 in
NERC Reliability Standard BAL-002—1
because it requires minimum
contingency reserve levels that will be
at least equal to the NERC Reliability
Standard minimum (i.e., equal to the
most severe single contingency) and
more often will be greater. The NOPR
further stated that NERC and WECC
addressed the directives in Order No.
740. In addition, the NOPR proposed to
direct NERC to submit an informational
filing after the first two years of
implementation of regional Reliability
Standard BAL-002—WECC-2 that
addresses the adequacy of contingency
reserve in the Western Interconnection.

25. In response to the NOPR, NERC
and WECC, jointly, and Powerex Corp.
(Powerex), Portland General Electric
Company (Portland), California
Independent System Operator
Corporation (CAISO), and Tacoma
Power (Tacoma) filed comments. We
address below the issues raised in the
NOPR and comments.

II. Discussion

26. Pursuant to FPA section 215(d)(2),
we approve WECC regional Reliability
Standard BAL-002—WECGC-2 as just,
reasonable, not unduly discriminatory
or preferential, and in the public
interest. For applicable entities in the
WECC Region, regional Reliability
Standard BAL-002—WECC-2 specifies


http://www.nerc.com/files/Functional_Model_V5_Final_2009Dec1.pdf
http://www.nerc.com/files/Functional_Model_V5_Final_2009Dec1.pdf
http://www.nerc.com/files/Functional_Model_V5_Final_2009Dec1.pdf
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the quantity and types of contingency
reserve required to ensure reliability
under normal and abnormal conditions.
WECGC regional Reliability Standard is
more stringent than the NERC
Reliability Standard BAL-002—1
because the regional Reliability
Standard requires applicable entities to
restore contingency reserve within 60
minutes following the Disturbance
Recovery Period while the NERC
Reliability Standard only requires
restoration of contingency reserve
within 90 minutes. In addition, the
method for calculating minimum
contingency reserve in the regional
Reliability Standard is more stringent
than Requirement R3.1 in NERC
Reliability Standard BAL-002—-1
because it requires minimum
contingency reserve levels that will be
at least equal to the NERC Reliability
Standard minimum (i.e., equal to the
most severe single contingency) and
more often will be greater.3¢ We also
conclude that NERC and WECC
addressed the Commission’s directives
in Order No. 740. In addition to
approving regional Reliability Standard
BAL-002-WECC-2, the Commission
directs NERC to submit an informational
filing after the first two years of
implementation of the regional
Reliability Standard that addresses the
adequacy of contingency reserve in the
Western Interconnection.

27. We discuss below the following
issues raised in the NOPR and
comments: (A) new methodology for
calculating minimum contingency
reserve; (B) elimination of interruptible
imports requirement; (C) qualifying
resources for contingency reserve; (D)
use of the term ‘“Load”’; (E) use of net
generation data to calculate contingency
reserve; (F) violation risk factors and
violation severity levels; (G) removal of
terms from the NERC Glossary; and (H)
implementation plan and effective date.

A. New Methodology for Calculating
Minimum Contingency Reserve

NERC Petition

28. WECC regional Reliability
Standard BAL-002—WECC-2 includes a
new methodology for calculating
minimum contingency reserve, based on
the greater of the most severe single
contingency or the sum of three percent
of load plus three percent of net
generation. The new methodology is
different from the methodology in
WECC regional Reliability Standard
BAL-STD-002-0, which is based on the

30 As stated in Order No. 740, the proposed WECC
regional Reliability Standard does not excuse non-
performance with NERC Reliability Standard BAL—
002-1. Order No. 740, 133 FERC ] 61,063 at P 39.

greater of the most severe single
contingency or the sum of five percent
of load responsibility served by hydro
generation and seven percent of the load
responsibility served by thermal
generation.

29. WECC provides “two years’ worth
of additional data showing the amount
of contingency reserves that would be
calculated for each Balancing Authority
and Reserve Sharing Group under the
proposed methodology.” 31 WECC states
that “during the two-year period of
2010-2012, the average increase/
decrease in Contingency Reserve
required under the existing
methodology juxtaposed to the
proposed methodology was an average
decrease of 137 MW across the Western
Interconnection” and that a 137 MW
decrease represents ““.000932 of WECC’s
peak load and .001934 of WECC’s
minimum load” within that two-year
period.32 WECC concludes that
“implementation of the proposed
methodology will, on average, reduce
the amount of Contingency Reserve held
within the Interconnection; however,
the average change is so small in
comparison to the load served within
the Interconnection that it should have
no adverse impact on reliability.” 33

NOPR

30. In the NOPR, the Commission
proposed to approve the new
methodology and to direct NERC to
submit an informational filing following
implementation of the regional
Reliability Standard that addresses the
adequacy of contingency reserve levels
in the Western Interconnection.

31. The NOPR stated that, while the
data submitted by NERC shows an
average decrease of 137 MW, the data
also shows that the largest single
decrease in contingency reserve equaled
826 MW during the two-year study
period when comparing the current and
proposed methodologies.3¢ The NOPR
observed that, at the time of the 826 MW
decrease (i.e., 9/15/10 at 14:00), the
contingency reserve value using the
current methodology for calculating
minimum contingency reserve was 8259
MW versus 7434 MW using the new
methodology. The NOPR stated that the
826 MW decrease represented a 10
percent decrease in contingency reserve
at that time interval.3® The NOPR noted
that the data also show a widening gap

31 Petition at 13.

32[d.

33]d. at 16.

34 Petition, Exhibit G (data point at date/time
interval 9/15/10 at 14:00).

35 Petition at 16.

over time (e.g., a difference of 114 MW
at the beginning date but 192 MW at the
end date).36

32. The NOPR proposed to direct
NERC to submit an informational filing
to the Commission assessing
contingency reserve levels in the
Western Interconnection after the first
two years of implementation of the
regional Reliability Standard. In the
information filing, NERC, in
consultation with WECC, would provide
an assessment of minimum contingency
reserve levels in the Western
Interconnection following
implementation of the new
methodology. The NOPR stated that the
informational filing should assess
whether the new methodology for
calculating minimum contingency
reserve levels has had an adverse impact
on reliability in the Western
Interconnection and should include the
data that NERC and WECC use to assess
the sufficiency of the minimum
contingency reserve levels under the
new methodology. The NOPR stated
that such data could include, but need
not be limited to an increase or decrease
in the “Average Percent Non-Recovery
Disturbance Control Standards (DCS)
Events,” 37 an increase or decrease in
the average Contingency Reserve
Restoration Period, an increase or
decrease in the number of events larger
than the minimum contingency reserve
levels, and any other information that
NERC or WECC deem relevant. The
NOPR proposed to direct NERC to
submit the informational filing to the
Commission 90 days after the end of the
two-year period following
implementation. The NOPR stated that
NERC may choose to submit the
informational filing sooner if NERC
identifies issues with contingency
reserve levels in the Western
Interconnection that may require
immediate action, and that the
Commission would review the
informational filing to determine
whether any action is necessary.

Comments

33. NERC and WEGCC support the
NOPR proposal. NERC commits to
submit an informational filing that
assesses whether the methodology for

36 The 114 MW and 192 MW values are calculated
by plotting a trend line on the contingency reserve
data submitted by WECC using the existing
methodology and plotting a trend line on the
contingency reserve data submitted by WECC using
the proposed methodology. The initial difference
between the two trend lines is 114 MW while the
difference at the end of the trend lines is 192 MW.

37 See NERC, Metric AL2—4 (Average Percent
Non-Recovery of Disturbance Control Standard
(DCS) Events), available at http://www.nerc.com/
pa/RAPA/ri/Pages/DCSEvents.aspx.
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calculating minimum contingency
reserve levels has had an adverse impact
on reliability in the Western
Interconnection. NERC states that the
informational filing will include the
data used to make the assessment and
will clarify the effect of WECC regional
Reliability Standard BAL-002—WECC-2
on reliability in the Western
Interconnection.

34. Tacoma and Portland maintain
that the new methodology for
calculating contingency reserve is
ambiguous because the methodology
uses values based on hourly integrated
load and hourly integrated generation
(i.e., averages over the course of a given
hour). Tacoma and Portland assert that
this is a change over the use of
instantaneous megawatt values under
WECC regional Reliability Standard
BAL-STD-002-0. Tacoma and Portland
state that it is unclear how the new
methodology should be applied because
it is unclear whether the hour referred
to is the previous hour, a forecast for the
next hour, or a value for the hour
determined after-the-fact. Tacoma states
that if the hour referred to is the
previous hour, the value will no longer
be pertinent to real-time operational
data and real-time application.

35. Portland states that the new
methodology could result in significant
reductions in contingency reserve at
specific times, which could have an
impact on frequency response
capabilities. Portland also questions the
data WECC submitted to support the
new methodology. Portland states that
three of the six entities surveyed by
WECGCC did not use the previous
methodology (i.e., the sum of five
percent of load responsibility served by
hydro generation and seven percent of
the load responsibility served by
thermal generation) and instead based
contingency reserve values on the most
severe single contingency. In addition,
Portland states that “two years of data
is not enough to show the variability in
water years for a region structured
around hydropower.”’38 Portland
recommends requiring 10 years’ worth
of data. Portland also states that the new
methodology unfairly shifts the burden
on providing reserves to the sink
balancing authorities and load-serving
entities, which may not be able to
acquire the reserves. Portland further
states that, if the Commission approves
the regional Reliability Standard, NERC
should be required to file annual reports
for five years instead of a single report
after two years. Portland maintains that
balancing authorities may be
conservative and carry additional

38 Portland Comments at 4.

reserves in the first year and less so in
later years, and thus requiring reporting
for five years will provide a more
accurate picture of the regional
Reliability Standard’s impact. Portland
also states that NERC should provide a
comparative analysis of the new
methodology and the old methodology.

Commission Determination

36. The Commission adopts the NOPR
proposal directing NERC, in
consultation with WECC, to submit an
informational filing two years after
implementation of WECC regional
Reliability Standard BAL-002—WECC-2
that assesses whether the new
methodology for calculating minimum
contingency reserve levels has had an
adverse impact on reliability in the
Western Interconnection. Consistent
with NERC’s comments, the
informational filing should include the
data that NERC and WECC use to assess
the sufficiency of the minimum
contingency reserve levels under the
new methodology. NERC is directed to
submit the informational filing 90 days
after the end of the two-year period
following implementation. The
Commission will review the
informational filing to determine
whether any action is warranted. NERC
may submit the informational filing
sooner if NERC or WECC identifies
issues with contingency reserve levels
in the Western Interconnection that
require more immediate action.

37. We reject the comments submitted
by Tacoma and Portland concerning the
new methodology and informational
filing. We determine that the use of
“hourly integrated Load’” and “hourly
integrated generation” is not ambiguous
or substantively different from the
current practice of calculating
contingency reserve. Regional
Reliability Standard BAL-002—WECC-2,
Requirement R1.3, explains that these
terms are based on ‘“‘real-time hourly
load and generating energy values
averaged over each Clock Hour.”
Moreover, the term “Clock Hour” is
defined in the NERC Glossary and refers
to the current hour.3° In addition, using
average values over the course of an
hour is not different from what is
required by regional Reliability
Standard BAL-STD-002-0, which states
in the Measures section that “a
Responsible Entity identified in Section
A.4 must maintain 100% of required
Operating Reserve levels based upon
data averaged over each clock hour.”

39 “Clock Hour: The 60-minute period ending
at:00. All surveys, measurements, and reports are
based on Clock Hour periods unless specifically
noted.” NERC Glossary at 19.

Ultimately, regional Reliability Standard
BAL-002-WECC-2, Requirement R1,
now requires minimum contingency
reserve to be calculated from load and
generation amounts, but it does not
change the time frame for calculating
minimum contingency reserve.

38. We also reject Portland’s comment
that the new methodology shifts the
burden of providing reserves to sink
balancing authorities and load serving
entities, which may be unable to acquire
the necessary reserves. As we stated in
Order No. 740, we agree with NERC and
WECGCC that the “equal split between
load and generation [in the new
methodology] represents a reasonable
balance to moderate shifts in
Contingency Reserve responsibility and
costs among the applicable entities.” 40
Moreover, Portland does not provide
any evidence that sink balancing
authorities or load-serving entities will
be unable to acquire the necessary
reserves.41

39. With respect to Portland’s
concerns regarding WECC’s data and the
informational filing, the informational
filing is intended to identify any issues
regarding the adequacy of contingency
reserve levels in the Western
Interconnection and the impact on other
reliability areas such as frequency
response. We are satisfied that WECC
provided enough representative data to
conclude that the new methodology will
likely not result in significantly less
average contingency reserve in the
Western Interconnection. However, for
the reasons discussed above, the
Commission believes that it is necessary
to monitor and assess contingency
reserve levels in the Western
Interconnection following
implementation of the regional
Reliability Standard. We are not
inclined at this time to require more
than two years of data as Portland
suggests. The Commission intends to
analyze the two-year informational
filing and determine whether it
adequately addresses the sufficiency of
the proposed required reserve levels in
the Western Interconnection. Portland
or other entities may also examine the
filing and, if there is sufficient technical
analysis that suggests contingency
reserve levels may be inadequate, the
Commission may direct NERC and/or
WECC to submit additional
informational filings in the future. The

40 Petition at 16; see also Order No. 740, 133
FERC q 61,063 at P 41.

41In developing the implementation plan, NERC
recognized that the new methodology would
require responsible entities to enter into contractual
agreements and negotiations and allowed sufficient
time for responsible entities to enter into such
arrangements. Petition, Exhibit A at 5.
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Commission adopts the NOPR proposal
to direct NERC to file an informational
filing two years after implementation of
the regional Reliability Standard.

B. Removal of Interruptible Imports
Requirement NERC Petition

40. Regional Reliability Standard
BAL-002—-WECC-2, Requirement R3,
states that:

Each Sink Balancing Authority and each
sink Reserve Sharing Group shall maintain
an amount of Operating Reserve, in addition
to the minimum Contingency Reserve in
Requirement R1, equal to the amount of
Operating Reserve—Supplemental for any
Interchange Transaction designated as part of
the Source Balancing Authority’s Operating
Reserve—Supplemental or source Reserve
Sharing Group’s Operating Reserve—
Supplemental, except within the first sixty
minutes following an event requiring the
activation of Contingency Reserve.

41. NERC maintains that Requirement
R3 is a clarification of an existing
requirement in WECC regional
Reliability Standard BAL-STD-002-0,
which requires additional reserves for
interruptible imports. NERC explains
that the standard drafting team removed
the term “interruptible imports”
because it is not a defined term in the
NERC Glossary and is subject to
misinterpretation. NERC states that the
standard drafting team replaced the
term with clarifying language describing
which types of transactions must be
covered by additional reserves. NERC
observes that the continent-wide
Reliability Standard BAL-002—1 does
not require reserves for Interchange
Transactions designated as part of the
source balancing authority or source
reserve sharing group Operating
Reserve-Supplemental and thus the
requirement in the regional Reliability
Standard is more stringent than the
continent-wide Reliability Standard.

Comments

42. Powerex maintains that, while the
term “‘interruptible imports” has not
been clearly defined by WECC or NERC,
the solution is not to remove the term
from the regional Reliability Standard.
Powerex states that removal of
interruptible imports results in an
inferior regional Reliability Standard
because it effectively eliminates any
Reliability Standard specifying a reserve
requirement for interruptible imports.
Powerex maintains that balancing
authorities will no longer be required to
set aside any capacity to cover
interruptible imports into their
balancing authority areas. Powerex
states that the interruptible imports
requirement has served to ““differentiate
an import of interruptible energy—a

product that may be curtailed for ANY
reason . . . from a ‘firm’ energy import
that is supported by sufficient
generating resources within the source
[balancing authority] to assure the
energy will not be curtailed during the
delivery period.” 42

Commission Determination

43. The Commission rejects Powerex’s
comments concerning removal of the
term “‘interruptible imports.” The
Commission agrees with NERC and
WECC that Requirement R3 identifies
the types of transactions, including
Interchange Transactions, that must be
covered by additional reserves.
Accordingly, we disagree with Powerex
that the concept of interruptible imports
has been removed from the regional
Reliability Standard. Replacing the term
“interruptible imports” with the NERC-
defined term “Interchange Transaction”
eliminates ambiguity from the regional
Reliability Standard by including all
types of Interchange Transactions (e.g.,
firm or interruptible) as it pertains to
calculating Operating Reserve.
Moreover, in response to comments
during the standards development
process, the standard drafting team
reinforced this view in stating that
“[Requirement] R3 of the proposed
standard directly addresses the concept
of interruptible schedules and
[Requirement] R4 addresses the concept
of on-demand energy.” 43

44. Powerex states that “‘in WECC
there exists an unacceptable lack of
clarity with respect to reserve
requirements associated with energy
interchange scheduling.” Powerex also
“acknowledges that the proposed BAL-
002—-WECC-2 standard alone cannot
address all of these concerns, but
believes it is premature, unwarranted,
and problematic to eliminate the
requirement that interruptible imports
carry 100% reserves until these broader
concerns are addressed by some other
regulatory requirement.” We disagree
with Powerex that it is appropriate to
condition approval of regional
Reliability Standard BAL-002—WECC-2,
and the removal of the term
“interruptible imports,” on first
addressing existing problems
concerning reserve requirements
associated with energy interchange
scheduling. Instead, we agree with
NERC and WECC that the regional
Reliability Standard, in requiring
additional reserves for Interchange
Transactions, is more stringent than the
continent-wide Reliability Standard

42Powerex Comments at 8.
43 Petition, Exhibit C at 11.

BAL-002, and we approve the
requirement on that basis.

C. Qualifying Resources for Contingency
Reserve

NERC Petition

45. WECC regional Reliability
Standard BAL-002—-WECC-2,
Requirement R.1.1.2 states that
contingency reserve may be comprised
of any combination of the reserve types
specified below:

= Operating Reserve—Spinning

= Operating Reserve—Supplemental

» Interchange Transactions
designated by the Source Balancing.

= Authority as Operating Reserve—
Supplemental

= Reserve held by other entities by
agreement that is deliverable on Firm
Transmission Service.

= A resource, other than generation or
load, that can provide energy or reduce
energy consumption.

» Load, including demand response
resources, Demand-Side Management
resources, Direct Control Load
Management, Interruptible Load or
Interruptible Demand, or any other Load
made available for curtailment by the
Balancing Authority or the Reserve
Sharing Group via contract or
agreement.

= All other load, not identified above,
once the Reliability Coordinator has
declared an energy emergency alert
signifying that firm load interruption is
imminent or in progress.

46. “Operating Reserve—Spinning” is
defined in the NERC Glossary to mean
“generation (synchronized or capable of
being synchronized to the system) that
is fully available to serve load within
the Disturbance Recovery Period
following the contingency event; or load
fully removable from the system within
the Disturbance Recovery Period
following the contingency event.”

Comments

47. CAISO seeks clarification that
non-traditional resources, including
electric storage facilities, may qualify as
“Operating Reserve—Spinning” so long
as they meet the technical and
performance requirements in
Requirement R2 (i.e., that the resources
must be immediately and automatically
responsive to frequency deviations
through the action of a control system
and capable of fully responding within
ten minutes).

Commission Determination

48. The Commission determines that
non-traditional resources, including
electric storage facilities, may qualify as
“Operating Reserve—Spinning”
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provided those resources satisfy the
technical and performance requirements
in Requirement R2. Our determination
is supported by the standard drafting
team’s response to a comment during
the standard drafting process where the
standard drafting team stated that
“technologies, such as batteries, both
contemplated and not yet contemplated
are included in the standard as potential
resources—so long as the undefined
resource can meet the response
characteristics described in the standard
* * * The language does not preclude
any specific technology; rather, the
language delineates how that technology
must [] respond.” 44 We also note that
non-traditional resources could
contribute to contingency reserve under
the regional Reliability Standard if they
are resources, ‘‘other than generation or
load, that can provide energy or reduce
energy consumption.”

D. Use of the Term Load in Requirement
R.1.1

NERC Petition

49. WECC regional Reliability
Standard BAL-002-WECC-2,
Requirement R.1.1, states that minimum
contingency reserve must equal the
“amount of Contingency Reserve equal
to the loss of the most severe single
contingency” or the “amount of
Contingency Reserve equal to the sum of
three percent of hourly integrated Load
plus three percent of hourly integrated
generation.”

Comments

50. Tacoma states that the term
“Load” is defined in the NERC Glossary
as ‘““[a]n end-use device or customer that
receives power from the electric
system.” Tacoma maintains that the
term “Load” in Requirement R.1.1
cannot be interpreted to be a device or
customer that receives power from the
electric system because ““the
requirement directs the taking of a
percentage of the ‘Load’ and treating it
as a measurement of power, like
megawatts.” Tacoma recommends that
the defined term “Load” should be
replaced with the undefined term
“load.”

Commission Determination

51. Based on the context of
Requirement R.1.1, the Commission
understands that the use of the term
“Load” does not refer to an end-use
device or customer. Instead, it refers to
the power consumption associated with
the end-use device or customer (i.e.,
Load), which is then applied in
calculating minimum contingency

44 Petition, Exhibit C at 20.

reserve levels. With that understanding,
the Commission will not direct NERC to
change “Load” to “load” in
Requirement R.1.1 as requested by
Tacoma. NERC and WECC may modify
this language in the next version of the
regional Reliability Standard.

E. Use of Net Generation Data To
Calculate Contingency Reserve

NERC Petition

52. NERC states that the “calculation
of minimum Contingency Reserves is
based on three percent of net generation
and three percent of net load and this
fairly balances the responsibilities of
Contingency Reserve providers with the
financial obligations of those who
would benefit most from those
services.” 45 Requirement R1.1.3 states
that the minimum contingency reserve
calculation should be based on ‘“‘real-
time hourly load and generating energy
values averaged over each Clock Hour
(excluding Qualifying Facilities covered
in 18 CFR 292.101, as addressed in
FERC Opinion 464).” In Requirement
R1.1.3, NERC states that the standard
drafting team replaced the term “net
generation” with “generating energy
values averaged over each Clock Hour.”
NERC maintains that the substitution
was in response to comments in the
Order No. 740 rulemaking regarding the
definition of the term “‘net generation.”

Comments

53. Tacoma states that changing
metered data to net generation for real-
time operations would result in undue
burden and cause a delay in
implementation because many
balancing authorities do not use net
generation in their minimum
contingency reserve calculation.
Tacoma states that it uses gross
generation for real-time operations and
includes station service within its entity
load. Tacoma explains that it prepares
annual reports that include net
generation, but Tacoma asserts that
using net generation in real-time
operations will require “‘significant
changes in the data and telemetry that
must be available in real-time
operations.” 46

Commission Determination

54. The Commission notes that
NERC'’s petition states that the
“calculation of minimum Contingency
Reserves is based on three percent of net
generation.” 47 Based on NERC’s
description, the NOPR also used the
term ‘‘net generation’ at various points.

45 Petition at 16.
46 Tacoma Comments at 3.
47 Petition at 16.

However, Requirement R1 of WECC
regional Reliability Standard BAL-002—
WECC-2, by design, does not use the
term ‘‘net generation.” Instead,
Requirement R1.1.3 states that the
minimum contingency reserve
calculation should be based on “real-
time hourly load and generating energy
values averaged over each Clock Hour
(excluding Qualifying Facilities covered
in 18 CFR 292.101, as addressed in
FERC Opinion 464).” Accordingly,
Tacoma’s concern about the use of “net
generation” to calculate minimum
contingency reserve is moot.

F. Violation Risk Factors and Violation
Severity Levels

55. The petition states that each
Requirement of the proposed WECC
regional Reliability Standard BAL-002—
WECGC-2 includes one violation risk
factor and one violation severity level
and that the ranges of penalties for
violations will be based on the sanctions
table and supporting penalty
determination process described in the
Commission-approved NERC Sanctions
Guideline. The NOPR proposed to
approve the violation risk factors and
violation severity levels for the
Requirements of WECC regional
Reliability Standard BAL-002—WECC-2
as consistent with the Commission’s
established guidelines.#® The
Commission did not receive comments
regarding the proposed violation risk
factors and violation severity levels.
Accordingly, the Commission approves
the violation risk factors and violation
severity levels for the requirements of
WECGC regional Reliability Standard
BAL-002-WECC-2.

G. Removal of Terms From NERC
Glossary

56. The petition states that proposed
WECC regional Reliability Standard
BAL-002—-WECC-2 replaces the terms
“Spinning Reserve” with “Operating
Reserve-Spinning”” and “Non-Spinning
Reserve” with “Operating Reserve-
Supplemental” to ensure comparable
treatment of demand-side management
with conventional generation, or any
other technology, and to allow demand-
side management to be considered as a
resource for contingency reserve. The
petition states that Operating Reserve-
Spinning and Operating Reserve-
Supplemental have glossary definitions
that are inclusive of demand-side
management, including controllable
load. Accordingly, the petition seeks
revision of the NERC Glossary to remove
the two WECC Regional Definitions,

48 See North American Electric Reliability Corp.,
135 FERC 161,166 (2011).
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Non-Spinning Reserve and Spinning
Reserve. With the removal of Non-
Spinning Reserve and Spinning Reserve
from the proposed WECC regional
Reliability Standard BAL-002—WECC-2,
the NOPR proposed to approve removal
of those WECC Regional Definitions
from the NERC Glossary. The
Commission did not receive comments
regarding the proposed revisions to the
NERC Glossary. Accordingly, the
Commission approves the proposed
revisions to the NERC Glossary.

H. Implementation Plan and Effective
Date

57. The petition proposes that WECC
regional Reliability Standard BAL-002—
WECC-2 become effective on the first
day of the third quarter following
applicable regulatory approval. The
petition states that the proposed WECC
regional Reliability Standard may
require execution of contracts by some
applicable entities before
implementation can occur, and the
proposed effective date allows time for
applicable entities to finalize needed
contracts. The petition also proposes to
retire the currently-effective WECC

regional Reliability Standard BAL-STD-
002-0 on the proposed effective date.

58. The NOPR proposed to approve
the petition’s implementation plan and
effective date for the WECC regional
Reliability Standard BAL-002—WECC-2.
The Commission did not receive
comments regarding the proposed
implementation plan and effective date.
Accordingly, the Commission approves
the implementation plan and effective
date for WECC regional Reliability
Standard BAL-002-WECC-2.

III. Information Collection Statement

59. The following collection of
information contained in this Final Rule
is subject to review by the Office of
Management and Budget (OMB) under
section 3507(d) of the Paperwork
Reduction Act of 1995 (PRA).4° OMB’s
regulations require approval of certain
information collection requirements
imposed by agency rules.?° Upon
approval of a collection(s) of
information, OMB will assign an OMB
control number and an expiration date.
Respondents subject to the filing
requirements of a rule will not be
penalized for failing to respond to these

collections of information unless the
collections of information display a
valid OMB control number. The
Commission solicited comments on the
need for and the purpose of the
information contained in regional
Reliability Standard BAL-002—-WECC-2
and the corresponding burden to
implement the regional Reliability
Standard. The Commission received
comments on specific requirements in
the regional Reliability Standard, which
we address in this Final Rule. However,
the Commission did not receive any
comments on our reporting burden
estimates.

60. Public Reporting Burden: The
burden and cost estimates below are
based on the need for applicable entities
to revise documentation, already
required by the current WECC regional
Reliability Standard BAL-STD-002-0,
to reflect certain changes made in WECC
regional Reliability Standard BAL-002—
WECG-2. Our estimates are based on the
NERC Compliance Registry as of May
30, 2013, which indicates that 36
balancing authorities and reserve
sharing groups are registered within
WECC.

Number of NL;TrE)ueeruOf %\L%%gne Estimated

Improved requirement Year respondents responses per hours total annual
51 p P burden hours

respondent per response
(1) 2 (3) (1))
Update Existing Documentation to Conform with Proposed

Regional Reliability Standard ...........cccccooiniiiiniiiiieenes 1 36 1 521 36
1] €= O U PP U BT URTPR EPOTUPUURPRRRPN 36

51 NERC balancing authorities and reserve sharing groups are responsible for the improved requirement. Further, if a single entity is registered
as both a balancing authority and reserve sharing group, that entity is counted as one unique entity.
52The Commission bases the hourly reporting burden on the time for an engineer to implement the requirements of the final rule.

Estimated Total Annual Burden
Hours for Collection: (Compliance/
Documentation) = 36 hours

Costs to Comply with PRA:

e Year 1: $2,160.

e Year 2 and ongoing: $0.

61. Year 1 costs include updating
existing documentation, already
required by the current WECC regional
Reliability Standard BAL-STD-002-0,
to reflect changes in WECC regional
Reliability Standard BAL-002—-WECC-2.
For the burden category above, the cost
is $60/hour (salary plus benefits) for an
engineer.53 The estimated breakdown of
annual cost is as follows:

e Year1

4944 U.S.C. 3507(d).
505 CFR 1320.11.

e Update Existing Documentation to
Conform with Proposed Regional
Reliability Standard: 36 entities * (1
hours/response * $60/hour) = $2,160.

Title: FERC-725E, Mandatory
Reliability Standards-WECC (Western
Electric Coordinating Council)

Action: Proposed Collection of
Information

OMB Control No: 1902-0246

Respondents: Business or other for-
profit, and not-for-profit institutions.

Frequency of Responses: One-time.

Necessity of the Information: Regional
Reliability Standard BAL-002—WECC-2
implements the Congressional mandate
of the Energy Policy Act of 2005 to
develop mandatory and enforceable

53 Labor rates from Bureau of Labor Statistics

(BLS) (http://bls.gov/oes/current/naics2_22.htm).
Loaded costs are BLS rates divided by 0.703 and

Reliability Standards to better ensure
the reliability of the nation’s Bulk-
Power System. Specifically, the regional
Reliability Standard ensures that
balancing authorities and reserve
sharing groups in the WECC Region
have the quantity and types of
contingency reserve required to ensure
reliability under normal and abnormal
conditions.

Internal review: The Commission has
reviewed regional Reliability Standard
BAL-002—-WECC-2 and made a
determination that its action is
necessary to implement section 215 of
the FPA. The Commission has assured
itself, by means of its internal review,

rounded to the nearest dollar (http://www.bls.gov/
news.release/ecec.nr0.htm).
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that there is specific, objective support
for the burden estimates associated with
the information requirements.

62. Interested persons may obtain
information on the reporting
requirements by contacting the Federal
Energy Regulatory Commission, Office
of the Executive Director, 888 First
Street NE., Washington, DC 20426
[Attention: Ellen Brown, email: Data
Clearance@ferc.gov, phone: (202) 502—
8663, fax: (202) 273-0873].

IV. Environmental Analysis

63. The Commission is required to
prepare an Environmental Assessment
or an Environmental Impact Statement
for any action that may have a
significant adverse effect on the human
environment.5¢ The Commission has
categorically excluded certain actions
from this requirement as not having a
significant effect on the human
environment. Included in the exclusion
are rules that are clarifying, corrective,
or procedural or that do not
substantially change the effect of the
regulations being amended.5° The
actions directed herein fall within this
categorical exclusion in the
Commission’s regulations.

V. Regulatory Flexibility Act

64. The Regulatory Flexibility Act of
1980 (RFA) 56 generally requires a
description and analysis of proposed
rules that will have significant
economic impact on a substantial
number of small entities. As discussed
above, regional Reliability Standard
BAL-002-WECGC-2 applies to 36
registered balancing authorities and
reserve sharing groups in the NERC
Compliance Registry. Comparison of the
NERC Compliance Registry with data
submitted to the Energy Information
Administration on Form EIA-861
indicates that, of the 36 registered
balancing authorities and reserve
sharing groups, two may qualify as
small entities.5”

65. The Commission estimates that,
on average, each of the two affected

54 Regulations Implementing the National
Environmental Policy Act of 1969, Order No. 486,
52 FR 47897 (Dec. 17, 1987), FERC Stats. & Regs.,
Regulations Preambles 1986-1990 { 30,783 (1987).

5518 CFR 380.4(a)(2)(ii).

565 U.S.C. 601-612.

57 The RFA definition of “small entity” refers to
the definition provided in the Small Business Act
(SBA), which defines a “small business concern” as
a business that is independently owned and
operated and that is not dominant in its field of
operation. See 15 U.S.C. 632. According to the
Small Business Administration, an electric utility is
defined as “small” if, including its affiliates, it is
primarily engaged in the generation, transmission,
and/or distribution of electric energy for sale and
its total electric output for the preceding fiscal year
did not exceed 4 million megawatt hours.

small entities will have an estimated
cost of $60 in Year 1 and no further
ongoing costs. These figures are based
on information collection costs plus
additional costs for compliance. The
Commission does not consider this to be
a significant economic impact for small
entities because it should not represent
a significant percentage of the small
entities’ operating budgets. The
Commission solicited comments
concerning is proposed Regulatory
Flexibility Act certification and did not
receive any comments. Accordingly, the
Commission certifies that this Final
Rule will not have a significant
economic impact on a substantial
number of small entities.

VI. Document Availability

66. In addition to publishing the full
text of this document in the Federal
Register, the Commission provides all
interested persons an opportunity to
view and/or print the contents of this
document via the Internet through the
Commission’s Home Page (http://
www.ferc.gov) and in the Commission’s
Public Reference Room during normal
business hours (8:30 a.m. to 5:00 p.m.
Eastern time) at 888 First Street NE.,
Room 2A, Washington, DC 20426.

67. From the Commission’s Home
Page on the Internet, this information is
available on eLibrary. The full text of
this document is available on eLibrary
in PDF and Microsoft Word format for
viewing, printing, and/or downloading.
To access this document in eLibrary,
type the docket number excluding the
last three digits of this document in the
docket number field.

68. User assistance is available for
eLibrary and the Commission’s Web site
during normal business hours from the
Commission’s Online Support at (202)
502—6652 (toll free at 1-866—208—3676)
or email at ferconlinesupport@ferc.gov,
or the Public Reference Room at (202)
502-8371, TTY (202) 502—8659. Email
the Public Reference Room at
public.referenceroom@ferc.gov.

VII. Effective Date and Congressional
Notification

69. These regulations are effective
January 28, 2014. The Commission has
determined, with the concurrence of the
Administrator of the Office of
Information and Regulatory Affairs of
OMB, that this rule is not a “major rule”
as defined in section 351 of the Small
Business Regulatory Enforcement
Fairness Act of 1996.

By the Commission.
Nathaniel J. Davis, Sr.,
Deputy Secretary.
[FR Doc. 2013-28626 Filed 11-27-13; 8:45 am]
BILLING CODE 6717-01-P

DEPARTMENT OF HEALTH AND
HUMAN SERVICES

Food and Drug Administration

21 CFR Parts 172, 173, 178, and 180
[Docket No. FDA-2010-F-0320]
Food Additive Regulations;

Incorporation by Reference of the
Food Chemicals Codex, 7th Edition

AGENCY: Food and Drug Administration,
HHS.

ACTION: Final rule.

SUMMARY: The Food and Drug
Administration (FDA or we) is
amending select food additive
regulations that incorporate by reference
food-grade specifications from prior
editions of the Food Chemicals Codex
(FCC) to incorporate by reference food-
grade specifications from the FCC 7th
Edition (FCC 7). We are taking this
action in response to a petition filed by
the United States Pharmacopeial
Convention (U.S.P. or petitioner).
DATES: This rule is effective November
29, 2013. See the “Objections” heading
of the SUPPLEMENTARY INFORMATION
section for information on the filing of
objections. Submit either electronic or
written objections and requests for a
hearing by December 30, 2013. The
Director of the Office of the Federal
Register approves the incorporation by
reference of certain publications listed
in the rule as of November 29, 2013.
ADDRESSES: You may submit either
electronic or written objections and
requests for a hearing, identified by
Docket No. FDA-2010-F-0320, by any
of the following methods:

Electronic Submissions

Submit electronic objections in the
following way:

¢ Federal eRulemaking Portal: http://
www.regulations.gov. Follow the
instructions for submitting comments.

Written Submissions

Submit written objections in the
following ways:

e Mail/Hand delivery/Courier (for
paper or CD-ROM submissions):
Division of Dockets Management (HFA—
305), Food and Drug Administration,
5630 Fishers Lane, Rm. 1061, Rockville,
MD 20852.
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Instructions: All submissions received
must include the Agency name and
Docket No. FDA-2010-F-0320 for this
rulemaking. All objections received may
be posted without change to http://
www.regulations.gov, including any
personal information provided. For
detailed instructions on submitting
objections, see the “Objections” heading
of the SUPPLEMENTARY INFORMATION
section of this document.

Docket: For access to the docket to
read background documents or
objections received, go to http://
www.regulations.gov and insert the
docket number, found in brackets in the
heading of this document, into the
“Search” box and follow the prompts
and/or go to the Division of Dockets
Management, 5630 Fishers Lane, Rm.
1061, Rockville, MD 20852.

FOR FURTHER INFORMATION CONTACT:
Mical Honigfort, Center for Food Safety
and Applied Nutrition (HFS-265), Food
and Drug Administration, 5100 Paint
Branch Pkwy., College Park, MD 20740—
3835, 240—402-1278.

SUPPLEMENTARY INFORMATION:

I. Background

In a notice published in the Federal
Register of August 10, 2010 (75 FR
48353), we announced that the U.S.P.,
12601 Twinbrook Pkwy., Rockville, MD
20852, had filed a food additive
petition. The petition proposed that
select food additive regulations in parts
172,173,178, and 180 (21 CFR parts
172,173, 178, and 180), which
incorporate by reference food-grade
specifications from prior editions of the
FCC, be amended to incorporate by
reference food-grade specifications from
FCC7.

The FCC is a compendium of
specification monographs for substances
used as food ingredients. The
Committee on Food Chemicals Codex of
the Food and Nutrition Board, Institute
of Medicine (IOM) of the National
Academies published the first through
fifth editions of the FCC. In 2006, U.S.P.
acquired the rights to the FCC, and
subsequently published the sixth,
seventh, and eighth editions.
Specifications and methods published
in the FCC have been incorporated by
reference in various sections of 21 CFR
parts 73, 170, 172, 173, 178, 180, and
184.

Since acquiring rights to the FCC,
U.S.P. has developed and continues to
develop standards for food ingredients
through public participation with a goal
of biennial publication of the FCC. Draft
monographs and data are provided by
food ingredient manufacturers, users,
and suppliers and are published for

public review and comment on U.S.P.’s
Web site. U.S.P. scientists and its Food
Ingredients Expert Committee review
these data and, if necessary, conduct
laboratory tests. Once approved by the
Food Ingredients Expert Committee,
new or updated monographs are
published in the next edition or
Sup}}:lement to the FCC.

The petitioner initially requested
amendments to 39 existing references to
older editions of the FCC in parts 172,
173, 178, and 180 to incorporate by
reference the specifications contained in
FCC 7. The petitioner explained that of
the regulations it has requested to be
updated, 15 regulations refer to the third
edition of the FCC (FCC III, published
in 1981); 18 regulations refer to the
fourth edition of the FCC (FCC 1V,
published in 1996); 4 regulations refer
to the fifth edition of the FCC (FCCV,
published in 2004); and 2 regulations
refer to the sixth edition of the FCC
(FCC 6, published in 2008). (The IOM
used roman numerals when referring to
editions of the FCC, e.g., FCC III and
FCC V. U.S.P. uses numbers rather than
roman numerals to refer to the editions
of FCC that it has published, e.g., FCC
6 and FCC 7.) In most cases, the
references to the FCC in the regulations
are to an entire FCC monograph. Some
references, however, only refer to part of
an FCC monograph, i.e., a single
specification, or to an FCC analytical
method.

After discussions with us in July
2011, the petitioner subsequently
narrowed its petition to exclude six
regulations ((§§172.172.723(b)(3),
172.833(b)(4), 172.846(b), 172.858(a),
180.25(b), and 180.30(a)). The current
regulation for epoxidized soybean oil
(§172.723(b)(3)) includes a limit of 10
milligrams per kilogram (mg/kg) for
heavy metals (as lead (Pb)), as
determined by Method II of the “Heavy
Metals Test” in FCC IV. FCC 7,
however, does not include a monograph
for epoxidized soybean oil and does not
include the “Heavy Metals Test” as a
general test in the appendices of FCC 7.
Accordingly, § 172.723(b)(3) has been
excluded from the petition. U.S.P. has
excluded the remaining five regulations
(§§172.833(b)(4), 172.846(b), 172.858(a),
180.25(b), and 180.30(a)) based on its
need to further investigate the bases for
such updates.

The petitioner cited several reasons
for updating the references to older
editions of the FCC to specifications and
analytical methodologies contained in
FCC 7. First, previous editions of the
FCC are no longer readily available to
industry or the public, since U.S.P. does
not maintain and therefore cannot
provide copies of monographs from FCC

IIL, IV, or V to industry or the public.
(Under 5 U.S.C. 552(a) and 1 CFR
51.7(a)(4), a publication that is to be
incorporated by reference must be
“reasonably available” to and capable of
being used by persons affected by the
publication.) Second, the petitioner
maintained that updating the references
to older editions of the FCC to FCC 7
may avoid confusion, inconsistency,
and lack of uniformity in the quality of
food additives and ingredients
manufactured and sold. Third, the
petitioner noted that, in many cases, the
editions of the FCC prior to FCC 7 may
employ outdated analytical
methodologies and equipment that do
not reflect current scientific practices,
and which may be difficult to obtain.

We note that, subsequent to our
analysis of FCC 7, the U.S.P. published
the eighth edition of the FCC (FCC 8) in
March 2012. Initiating a review of FCC
8 at this time would delay issuance of
this final rule. To avoid a delay in
updating the references to the FCC in
our food additive regulations, we are
proceeding with issuing this final rule
to incorporate by reference FCC 7. The
specific food additive regulations
explain how to obtain copies of FCC 7.
As appropriate, we will provide further
updates to our food additive regulations
to reflect more recent versions of the
FCC.

II. Evaluation of Amendments to Parts
172, 173, 178, and 180

We compared the specifications and
analytical methods in the versions of the
FCC currently referenced in the
regulations to the specifications and
analytical methods in FCC 7 (Ref. 1). In
addition, we note that some general
changes were made to FCC monographs
published in or after FCC IV that remain
in FCC 7. One change is that the older
FCC monographs discussed in this
document that contain a specification
limit for heavy metals (as Pb) were
updated in FCC V to remove this
specification, and, when appropriate, to
replace it with an individual
specification limit for each relevant
heavy metal. Many FCC 7 monographs
have also adopted lower lead limit
specifications compared to earlier FCC
editions, to reduce lead in food.
Furthermore, if an earlier edition of the
FCC contained a specification limit for
arsenic, that specification has been
removed unless the monograph met one
of the following criteria: (1) The
ingredient or additive is a high-volume
consumption item (greater than 25
million pounds per year), (2) the
ingredient or additive is derived from a
natural (mineral) source where arsenic
may be an intrinsic contaminant, and/or
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(3) there is reason to believe that arsenic
constitutes a significant part of the total
heavy metals content (Ref. 1).

An FCC monograph typically consists
of a description of the substance, its
functional use, the recommended
specifications for the substance, and
testing methodology. In many cases,
there are minor differences between the
description or functional use of a
substance provided in FCC 7 compared
to the description or functional use of a
substance provided in earlier editions of
the FCC and the CFR. However, FCC 7
provides the description and functional

rather than as a required standard. Other
differences (e.g., solvent or instrument
changes) between the specifications and
analytical methods in the version of the
FCC currently referenced in the
regulations and the specifications and
analytical methods in FCC 7 are
discussed further in the FDA
Memoranda from D. Folmer to M.
Honigfort (Refs. 1 through 3).

After review of each proposed
amendment, we are updating the
regulations shown in table 1 to
incorporate FCC 7 by reference. We note
that the safety of these additives has

analytical methodologies contained in
FCC 7. We are also amending § 178.1005
to incorporate by reference the
specifications for “Acidity,” “Chloride”
and “Other requirements’” for Hydrogen
Peroxide Concentrate in the United
States Pharmacopeia, 36th Revision
(2013). This updates the reference to the
United States Pharmacopeia XX (1980)
already cited in § 178.1005. We
compared the United States
Pharmacopeia XX (1980) monograph for
Hydrogen Peroxide Concentrate to the
United States Pharmacopeia, 36th

use of a substance specified in a
monograph for informational purposes,
e.g., to help industry understand the
possible functions of the ingredients,

been previously considered and there
are no safety concerns with the
proposed changes to incorporate by
reference the specifications and

Revision (2013) monograph for
Hydrogen Peroxide Concentrate and
determined that this update is safe and
appropriate (Ref. 4).

TABLE 1—LIST OF REGULATIONS

21 CFR Section

Name of Additive

FCC 7 Reference

172.167(D) cocveeeeeeeeeeee, Hydrogen peroxide ...........ccoceeveenieenenneeennn.
172.320(b)(1) woevveeveerieeenen AMINO ACIAS ...oviiiiiiiiieeie e
172.345(b) Folic acid (folacin) .

172.379(b) Vitamin Do oo
172.380(D) .oovvvveeereieeieene Vitamin D3 cooeeeneeieeeeeeeeeeee e
172.665(d)(2) wovveeveereeenenn. Gellan QUM ..o
172.712(D) v, 1,3-Butylene glycol .........cccccvvviviiiiiiiiiieee,
172.736(0)(2) .eovvvveveerveneene Glycerides and polyglycides of hydrogenated

vegetable oils.

172.780(b) ocveeveeeieeeeeenee, Acacia (gum arabiC) .......ccceeeerieeiiierieeeeenn
172.800(b)(2) .ocvveeveerieeenee. Acesulfame potassium .........cccceveerieeneennen.
172.804(D) .ooovvveereiieene Aspartame ..o
172.810 oo, Dioctyl sodium sulfosuccinate .............cc.........
172.812(8) .ocoeeveeeieereeee. GIYCINE .o
172.831(b) .. Sucralose ....

172.841(D) ocvvecieceereeee, Polydextrose

172.862(b)(1)

Oleic acid derived from tall oil fatty acids

Sucrose oligoesters ........ccocerveeiiieiecniieeieens

Sucrose oligoesters ........coooevieeiiieiiiiiieees

Sucrose oligoesters ........coooevieeiieiieenieeeens
Sucrose 0ligoesters .........c.covereeieenenieeneneens

Candida gulliermondiii ................cccccoovveennnen.

172.867(b) ..... Olestra .....c.ocecveeervenen.
172.869(b)(6) Sucrose oligoesters
172.869(b)(7) .ooveeveerrenen. Sucrose oligoesters
172.869(0)(8) .eovvevereerneanenne

172.869(b)(9) ..evvvvvererreenenne

172.869(b)(10) ...ovvvvvrreenene

172.869(b)(11) wovvvereereeenne

173.160(d) woovvvveeeieeeeene

173.165(d) ooveeeeeieeiieeee, Candida lipolytica
173.228(2) .oovvevveeveneeeeeens Ethyl acetate
173.280(C) -vovvevevereereereeenes

Solvent extraction process for citric acid

Meets FCC 7 specifications.

Meets FCC 7 specifications.

Meets FCC 7 specifications.

Meets FCC 7 specifications.

Meets FCC 7 specifications.

Residual isopropyl alcohol limit not to exceed 0.075% by the proce-
dure described in the Gellan Gum monograph in FCC 7.

Conforms to FCC 7 identity and specifications.

Acid value not greater than 2, and hydroxyl value, not greater than
56 as determined by “Acid Value” and “Hydroxyl Value” meth-
ods.

Meets FCC 7 specifications.

Fluoride content not more than 30 milligrams per kilogram (mg/kg)
as determined by Method Il of the Fluoride Limit Test (We have
amended the specification for fluoride content in acesulfame po-
tassium in § 172.800(b)(2) to replace “parts per million” with “mg/
kg” to be consistent with terminology used elsewhere in the regu-
lations cited in this rule.).

Meets FCC 7 specifications.

Meets FCC 7 specifications.

Meets FCC 7 specifications.

Meets FCC 7 specifications.

Meets FCC 7 specifications.

Meets FCC 7 specifications except that titer (solidification point)
shall not exceed 13.5 degrees Celsius and unsaponifiable matter
shall not exceed 0.5%.

Meets FCC 7 specifications.

Acid value not more than 4.0 as determined by the method “Acid
Value,” Appendix VII, Method | (Commercial Fatty Acids).

Residue on ignition not more than 0.7% as determined by “Residue
on Ignition,” Appendix IIC, Method | (using a 1 gram sample).

Residual methanol not more than 10 mg/kg as determined by the
method listed in the monograph for “Sucrose Fatty Acid Esters”.

Residual dimethyl sulfoxide not more than 2.0 mg/kg as determined
by the method listed in the monograph “Sucrose Fatty Acid
Esters”.

Residual isobutyl alcohol not more than 10 mg/kg as determined by
the method listed in the monograph “Sucrose Fatty Acid Esters”.

Lead not more than 1.0 mg/kg as determined by “Atomic Absorp-
tion Spectrophotometric Graphite Furnace Method,” Method I.

Citric acid produced must conform to FCC 7 specifications (under
“Citric acid”).

Citric acid produced must conform to FCC 7 specifications (under
“Citric acid”).

Meets FCC 7 specifications.

Citric acid produced must conform to FCC 7 specifications (under
“Citric acid”).
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TABLE 1—LIST OF REGULATIONS—Continued

21 CFR Section

Name of Additive

FCC 7 Reference

173.310(C) wovvveveeereerieeeee Boiler water
carboxymethylcellulose.
173.310(C) wovvveveeereerieeeen
esters.
173.368(c) Ozone .....cceveeenee

178.1005(c)

Saccharin,

Boiler water additives; Sorbitol anhydride

Hydrogen peroxide solution

ammonium saccharin,
saccharin, and sodium saccharin.

additives; Sodium

dry-weight

FCC 7.

36th Revision.).

calcium

Contains not less than 95% sodium carboxymethylcellulose on a
basis,
carboxymethylcellulose groups per anhydroglucose unit, and with
a minimum viscosity of 15 centipoises for 2% by weight aqueous
determined by the “Viscosity of Cellulose Gum” method cited in

with maximum  substitution of 0.9

Polysorbate 20 present in sorbitol anhydride esters meets FCC 7
specifications (We have amended the limitation for sorbitol anhy-
dride esters in §173.310(c) to replace “parts per million” with
“mg/kg” to be consistent with terminology used elsewhere in the
regulations cited in this rule.).

Meets FCC 7 specifications.

Meets FCC 7 specifications (We are also amending the regulation
to incorporate by reference the United States Pharmacopeia,

Meets FCC 7 specifications.

The petitioner also requested
amending § 173.115(b)(3) (Alpha-
acetolactate decarboxylase (0-ALDC)
enzyme preparation derived from a
recombinant Bacillus subtilis). The
current regulation requires that the
enzyme preparation should meet the
general and additional requirements for
enzyme preparations found in FCC IV.
FCC 7 specifically includes a-ALDC in
the list of enzyme preparations, but does
not contain an assay method specific to
o-ALDC. We are not amending
§173.115(b)(3) at this time to
incorporate by reference the
specifications in FCC 7 because the
assay method for o-ALDC has been
omitted from FCC 7.

Additionally, on our own initiative,
we are amending certain provisions in
parts 172, 173, 178, and 180 to update
the address at which copies of FCC 7
can be examined. In most cases, the
existing regulations refer to an FDA
address at “5100 Paint Branch Pkwy.,
College Park, MD 20740.” However, in
2013, we consolidated our library
holdings at our main library at 10903
New Hampshire Ave., Silver Spring, MD
20993. Therefore, we are amending
various provisions to reflect the current
FDA address at which copies of FCC 7
can be examined.

II1. Conclusion

We reviewed data in the petition and
other relevant material and conclude
that the proposed amendments to the
regulations listed in table 1 to
incorporate by reference food-grade
specifications and analytical
methodologies from FCC 7, as discussed
in Section II of this document, are safe
and appropriate. Therefore, we are
amending parts 172, 173, 178, and 180
as set forth in this document.

IV. Public Availability of Documents

In accordance with §171.1(h) (21 CFR
171.1(h)), the petition and the
documents that we considered and
relied upon in reaching our decision to
approve the petition will be made
available for public disclosure (see FOR
FURTHER INFORMATION CONTACT). As
provided in § 171.1(h), we will delete
from the documents any materials that
are not available for public disclosure.

V. Environmental Impact

Under part H in § 171.1(c), either an
environmental assessment under 21
CFR 25.40 or a claim of categorical
exclusion under § 25.30 (21 CFR 25.30)
or §25.32 (21 CFR 25.32) is required to
be submitted with a food additive
petition. As initially filed by U.S.P., the
petition contained a claim of categorical
exclusion under § 25.30(i), which
applies to corrections and technical
changes in regulations. We reviewed the
petitioner’s claim of categorical
exclusion and stated in our original
filing notice of August 10, 2010, that we
agreed that, under § 25.30(i), the
proposed action was of a type that
would not individually or cumulatively
have a significant effect on the human
environment and therefore that neither
an environmental assessment nor an
environmental impact statement would
be required.

However, upon further review, we
decided that as a group, the actions
being requested are neither corrections
nor technical changes and therefore the
categorical exclusion in § 25.30(i) would
not be applicable. Accordingly we
announced, in an amended filing notice
published in the Federal Register of
January 18, 2012 (77 FR 2492), that
U.S.P. had submitted an environmental
assessment for the petition in lieu of a
claim of categorical exclusion and that

we would review the potential
environmental impact of the petition.
We placed the petitioner’s
environmental assessment on display in
the Division of Dockets Management for
public review and comment.

We have carefully reviewed the
environmental assessment and
considered the potential environmental
effects of this action. We have
concluded that the action will not have
a significant impact on the human
environment, and that an environmental
impact statement is not required. Our
finding of no significant impact and the
evidence supporting that finding,
contained in the environmental
assessment, may be seen in the Division
of Dockets Management (see ADDRESSES)
between 9 a.m. and 4 p.m., Monday
through Friday.

VI. Paperwork Reduction Act of 1995

This final rule contains no collection
of information. Therefore, clearance by
the Office of Management and Budget
under the Paperwork Reduction Act of
1995 is not required.

VII. Objections

If you will be adversely affected by
one or more provisions of this
regulation, you may file with the
Division of Dockets Management (see
ADDRESSES) either electronic or written
objections. You must separately number
each objection, and within each
numbered objection you must specify
with particularity the provision(s) to
which you object and the grounds for
your objection. Within each numbered
objection, you must specifically state
whether you are requesting a hearing on
the particular provision that you specify
in that numbered objection. If you do
not request a hearing for any particular
objection, you waive the right to a
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hearing on that objection. If you request
a hearing, your objection must include
a detailed description and analysis of
the specific factual information you
intend to present in support of the
objection in the event that a hearing is
held. If you do not include such a
description and analysis for any
particular objection, you waive the right
to a hearing on the objection. It is only
necessary to send one set of documents.
Identify documents with the docket
number found in brackets in the
heading of this document. Any
objections received in response to the
regulation may be seen in the Division
of Dockets Management between 9 a.m.
and 4 p.m., Monday through Friday, and
will be posted to the docket at http://
www.regulations.gov.

VIII. Section 301(11) of the Federal
Food, Drug, and Cosmetic Act

Our review of this petition was
limited to section 409 of the Federal
Food, Drug, and Cosmetic Act (the
FD&C Act) (21 U.S.C. 348). This final
rule is not a statement regarding
compliance with other sections of the
FD&C Act. For example, the Food and
Drug Administration Amendments Act
of 2007, which was signed into law on
September 27, 2007, amended the FD&C
Act to, among other things, add section
301(11) of the FD&C Act (21 U.S.C.
331(11)). Section 301(11) of the FD&C Act
prohibits the introduction or delivery
for introduction into interstate
commerce of any food that contains a
drug approved under section 505 of the
FD&C Act (21 U.S.C. 355), a biological
product licensed under section 351 of
the Public Health Service Act (42 U.S.C.
262), or a drug or biological product for
which substantial clinical investigations
have been instituted and their existence
has been made public, unless one of the
exceptions in section 301(11)(1) to (11)(4)
of the FD&C Act applies. In our review
of this petition, we did not consider
whether section 301(1l) of the FD&C Act
or any of its exemptions apply to food
containing these additives. Accordingly,
this final rule should not be construed
to be a statement that a food containing
these additives, if introduced or
delivered for introduction into interstate
commerce, would not violate section
301(11) of the FD&C Act. Furthermore,
this language is included in all food
additive final rules and therefore should
not be construed to be a statement of the
likelihood that section 301(11) of the
FD&C Act applies.

IX. References

The following references have been
placed on display in the Division of
Dockets Management (see ADDRESSES)

and may be seen by interested persons
between 9 a.m. and 4 p.m., Monday
through Friday, and are available
electronically at http://
www.regulations.gov.

1. FDA Memorandum from D. Folmer to M.
Honigfort, October 24, 2011.

2. FDA Memorandum from D. Folmer to M.
Honigfort, February 8, 2013.

3. FDA Memorandum from D. Folmer to M.
Honigfort, February 27, 2013.

4. FDA Memorandum from D. Folmer to M.
Honigfort, October 31, 2013.

List of Subjects
21 CFR Part 172

Food additives, Incorporation by
reference, Reporting and recordkeeping
requirements.

21 CFR Part 173

Food additives, Incorporation by
reference.

21 CFR Part 178

Food additives, Food packaging,
Incorporation by reference.

21 CFR Part 180

Food additives, Incorporation by
reference.

Therefore, under the Federal Food,
Drug, and Cosmetic Act and under
authority delegated to the Commissioner
of Food and Drugs and redelegated to
the Director, Center for Food Safety and
Applied Nutrition, 21 CFR parts 172,
173, 178, and 180 are amended as
follows:

PART 172—FOOD ADDITIVES
PERMITTED FOR DIRECT ADDITION
TO FOOD FOR HUMAN
CONSUMPTION

m 1. The authority citation for 21 CFR
part 172 continues to read as follows:

Authority: 21 U.S.C. 321, 341, 342, 348,
371, 379e.

m 2. Amend § 172.167 by revising
paragraph (b) to read as follows:

§172.167 Silver nitrate and hydrogen
peroxide solution.

* * * * *

(b) Hydrogen peroxide meets the
specifications of the Food Chemicals
Codex, 7th ed. (2010), pp. 496-497,
which is incorporated by reference. The
Director of the Office of the Federal
Register approves this incorporation by
reference in accordance with 5 U.S.C.
552(a) and 1 CFR part 51. You may
obtain copies from the United States
Pharmacopeial Convention, 12601
Twinbrook Pkwy., Rockville, MD 20852
(Internet address http://www.usp.org).
Copies may be examined at the Food

and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796-2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/
ibr-locations.html.

* * * * *

m 3. Revise §172.320 to read as follows:

§172.320 Amino acids.

The food additive amino acids may be
safely used as nutrients added to foods
in accordance with the following
conditions:

(a) The food additive consists of one
or more of the following individual
amino acids in the free, hydrated, or
anhydrous form, or as the
hydrochloride, sodium, or potassium
salts:

(1) L-Alanine

2) L-Arginine

3) L-Asparagine

4) L-Aspartic acid

5) L-Cysteine

6) L-Cystine

) L-Glutamic acid

) L-Glutamine

) Aminoacetic acid (glycine)

0) L-Histidine

1) L-Isoleucine

2) L-Leucine

3) L-Lysine

4) DL-Methionine (not for infant
foods)

5) L-Methionine

) L-Phenylalanine
) L-Proline

) L-Serine
)
)
)

(
(
(
(
(
(
(
(
(
(
(
(
(

7
8
9
1
1
1
1
1

L-Threonine
L-Tryptophan
L-Tyrosine
) L-Valine
(b) The food additive meets the
following specifications:
(1) As found in Food Chemicals
Codex:
(i) L-Alanine, pages 28 and 29.
(ii) L-Arginine, pages 69 and 70.
(iii) L-Arginine Monohydrochloride,
pages 70 and 71.
(iv) L-Cysteine Monohydrochloride,
pages 269 and 270.
(v) L-Cystine, pages 270 and 271.
(vi) Aminoacetic acid (glycine), pages
457 and 458.
(vii) L-Leucine, pages 577 and 578.
(viii) DL-Methionine, pages 641 and
642.
(ix) L-Methionine, pages 642 and 643.
(x) L-Tryptophan, pages 1060 and 1061.
(xi) L-Phenylalanine, pages 794 and 795.
(xii) L-Proline, pages 864 and 865.
(xiii) L-Serine, pages 915 and 916.
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(xiv) L-Threonine, pages 1031 and 1032.
(xv) L-Glutamic Acid Hydrochloride,

page 440.

(xvi) L-Isoleucine, pages 544 and 545.
(xvii) L-Lysine Monohydrochloride,

pages 598 and 599.

(xviii) Monopotassium L-glutamate,

pages 697 and 698.

(xix) L-Tyrosine, page 1061.
(xx) L-Valine, pages 1072.

(2) As found in “Specifications and
Criteria for Biochemical Compounds,”
NAS/NRC Publication, for the
following:

(i) L-Asparagine
(ii) L-Aspartic acid
(iii) L-Glutamine
(iv) L-Histidine

(c) The additive(s) is used or intended
for use to significantly improve the
biological quality of the total protein in

a food containing naturally occurring
primarily intact protein that is
considered a significant dietary protein
source, provided that:

(1) A reasonable daily adult intake of
the finished food furnishes at least 6.5
grams of naturally occurring primarily
intact protein (based upon 10 percent of
the daily allowance for the “reference”
adult male recommended by the
National Academy of Sciences in
“Recommended Dietary Allowances,”
NAS Publication No. 1694.

(2) The additive(s) results in a protein
efficiency ratio (PER) of protein in the
finished ready-to-eat food equivalent to
casein as determined by the method
specified in paragraph (d) of this
section.

(3) Each amino acid (or combination
of the minimum number necessary to

achieve a statistically significant
increase) added results in a statistically
significant increase in the PER as
determined by the method described in
paragraph (d) of this section. The
minimum amount of the amino acid(s)
to achieve the desired effect must be
used and the increase in PER over the
primarily intact naturally occurring
protein in the food must be
substantiated as a statistically
significant difference with at least a
probability (P) value of less than 0.05.

(4) The amount of the additive added
for nutritive purposes plus the amount
naturally present in free and combined
(as protein) form does not exceed the
following levels of amino acids
expressed as percent by weight of the
total protein of the finished food:

Percent by weight of total
protein (expressed as free
amino acid)

L-Alanine ....
L-Argining .......ccccoiiieiiiiiic e
L-Aspartic acid (including L-asparagine) ....
L-Cystine (including L-cysteine)
L-Glutamic acid (including L-glutamine)

Aminoacetic acid (glycine)
[ TE=1 o 1TSS PP PP OPROPRON

L-Isoleucine ....
L-Leucine ...
L-Lysine
L- and DL-Methionine ..
L-Phenylalanine

[ o [ = SRR

L-Serine
L-Threonine ....
L-Tryptophan ..
L-Tyrosine ......
L-Valine .......

(d) Compliance with the limitations
concerning PER under paragraph (c) of
this section shall be determined by the
method described in sections 43.212—
43.216, “Official Methods of Analysis of
the Association of Official Analytical
Chemists.” Each manufacturer or person
employing the additive(s) under the
provisions of this section shall keep and
maintain throughout the period of his
use of the additive(s) and for a
minimum of 3 years thereafter, records
of the tests required by this paragraph
and other records required to assure
effectiveness and compliance with this
regulation and shall make such records
available upon request at all reasonable
hours by any officer or employee of the
Food and Drug Administration, or any
other officer or employee acting on
behalf of the Secretary of Health and
Human Services and shall permit such
officer or employee to conduct such
inventories of raw and finished

materials on hand as he deems
necessary and otherwise to check the
correctness of such records.

(e) To assure safe use of the additive,
the label and labeling of the additive
and any premix thereof shall bear, in
addition to the other information
required by the Act, the following:

(1) The name of the amino acid(s)
contained therein including the specific
optical and chemical form.

(2) The amounts of each amino acid
contained in any mixture.

(3) Adequate directions for use to
provide a finished food meeting the
limitations prescribed by paragraph (c)
of this section.

(f) The food additive amino acids
added as nutrients to special dietary
foods that are intended for use solely
under medical supervision to meet
nutritional requirements in specific
medical conditions and comply with the
requirements of part 105 of this chapter
are exempt from the limitations in

paragraphs (c) and (d) of this section
and may be used in such foods at levels
not to exceed good manufacturing
practices.

(g) The standards required in this
section are incorporated by reference
into this section with the approval of
the Director of the Federal Register
under 5 U.S.C. 552(a) and 1 CFR part 51.
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796—2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/
ibr-locations.html.

(1) AOAC INTERNATIONAL, 481
North Frederick Ave., suite 500,
Gaithersburg, MD 20877:

(i) Sections 43.212-43.216, “Official
Methods of Analysis of the Association
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of Official Analytical Chemists,” 13th
Ed. (1980).

(ii) [Reserved].

(2) National Academy of Sciences,
available from the FDA Main Library,
10903 New Hampshire Ave., Silver
Spring, MD 20993:

(i) “Recommended Dietary
Allowances,” NAS Publication No.
1694, 7th Ed. (1968).

(ii) “Specifications and Criteria for
Biochemical Compounds,” NAS/NRC
Publication, 3rd Ed. (1972).

(3) United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org):

(i) Food Chemicals Codex, 7th ed.
(2010), pages 28, 29, 69, 70, 71, 269,
270, 271, 440, 457, 458, 544, 545,577,
578, 598, 599, 641, 642, 643, 697, 698,
794, 795, 864, 865, 915, 916, 1031, 1032,
1060, 1061, and 1072.

(ii) [Reserved].

m 4. Amend § 172.345 by revising
paragraph (b) to read as follows:

§172.345 Folic acid (folacin).

* * * * *

(b) Folic acid meets the specifications
of the Food Chemicals Codex, 7th ed.
(2010), pp. 406—407, which is
incorporated by reference. The Director
of the Office of the Federal Register
approves this incorporation by reference
in accordance with 5 U.S.C. 552(a) and
1 CFR part 51. You may obtain copies
from the United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org). Copies may be
examined at the Food and Drug
Administration’s Main Library, 10903
New Hampshire Ave., Bldg. 2, Third
Floor, Silver Spring, MD 20993, 301—
796-2039, or at the National Archives
and Records Administration (NARA).
For information on the availability of
this material at NARA, call 202—-741—
6030 or go to: http://www.archives.gov/

federal-register/cfr/ibr-locations.html.
* * * * *

m 5. Amend § 172.379 by revising
paragraph (b) to read as follows:

§172.379 Vitamin D..

* * * * *

(b) Vitamin D> meets the
specifications of the Food Chemicals
Codex, 7th ed. (2010), pp. 1080-1081,
which is incorporated by reference. The
Director of the Office of the Federal
Register approves this incorporation by
reference in accordance with 5 U.S.C.
552(a) and 1 CFR part 51. You may
obtain copies from the United States
Pharmacopeial Convention, 12601
Twinbrook Pkwy., Rockville, MD 20852

(Internet address http://www.usp.org).
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796-2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/

ibr-locations.html.
* * * * *

m 6. Amend § 172.380 by revising
paragraph (b) to read as follows:

§172.380 Vitamin Ds.

* * * * *

(b) Vitamin Ds meets the
specifications of the Food Chemicals
Codex, 7th ed. (2010), pp. 1081-1082,
which is incorporated by reference. The
Director of the Office of the Federal
Register approves this incorporation by
reference in accordance with 5 U.S.C.
552(a) and 1 CFR part 51. You may
obtain copies from the United States
Pharmacopeial Convention, 12601
Twinbrook Pkwy., Rockville, MD 20852
(Internet address http://www.usp.org).
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796-2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/

ibr-locations.html.
* * * * *

m 7. Amend § 172.665 by revising
paragraph (d)(2) to read as follows:

§172.665 Gellan gum.

* * * * *

(d)* * =
(2) Residual isopropyl alcohol (IPA)
not to exceed 0.075 percent as
determined by the procedure described
in the “Gellan gum” monograph in the
Food Chemicals Codex, 7th ed. (2010),
Pp- 425-426, which is incorporated by
reference. The Director of the Office of
the Federal Register approves this
incorporation by reference in
accordance with 5 U.S.C. 552(a) and 1
CFR part 51. You may obtain copies
from the United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org). Copies may be
examined at the Food and Drug
Administration’s Main Library, 10903
New Hampshire Ave., Bldg. 2, Third
Floor, Silver Spring, MD 20993, 301—
796—2039, or at the National Archives

and Records Administration (NARA).
For information on the availability of
this material at NARA, call 202-741—
6030 or go to: http://www.archives.gov/
federal-register/cfr/ibr-locations.html.

m 8. Amend § 172.712 by revising
paragraph (b) to read as follows:

§172.712 1,3-Butylene glycol.

* * * * *

(b) The food additive shall conform to
the identity and specifications of the
Food Chemicals Codex, 7th ed. (2010),
p. 126, which is incorporated by
reference. The Director of the Office of
the Federal Register approves this
incorporation by reference in
accordance with 5 U.S.C. 552(a) and 1
CFR part 51. You may obtain copies
from the United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org). Copies may be
examined at the Food and Drug
Administration’s Main Library, 10903
New Hampshire Ave., Bldg. 2, Third
Floor, Silver Spring, MD 20993, 301—
796-2039, or at the National Archives
and Records Administration (NARA).
For information on the availability of
this material at NARA, call 202-741—
6030 or go to: http://www.archives.gov/
federal-register/cfr/ibr-locations.html.

m 9. Amend § 172.736 by revising
paragraph (b)(2) to read as follows:

§172.736 Glycerides and polyglycides of
hydrogenated vegetable oils.

* * * * *

(b)* E

(2) Acid value, not greater than 2, and
hydroxyl value, not greater than 56, as
determined by the methods entitled
“Acid Value,” p. 1220 and “Hydroxyl
Value,” p. 1223, respectively, in the
Food Chemicals Codex, 7th ed. (2010),
which is incorporated by reference. The
Director of the Office of the Federal
Register approves this incorporation by
reference in accordance with 5 U.S.C.
552(a) and 1 CFR part 51. You may
obtain copies from the United States
Pharmacopeial Convention, 12601
Twinbrook Pkwy., Rockville, MD 20852
(Internet address http://www.usp.org).
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796-2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
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www.archives.gov/federal-register/cfr/
ibr-locations.html.

m 10. Amend § 172.780 by revising
paragraph (b) to read as follows:

§172.780 Acacia (gum arabic).
* * * * *

(b) The ingredient meets the
specifications of the Food Chemicals
Codex, 7th ed. (2010), p. 460, which is
incorporated by reference. The Director
of the Office of the Federal Register
approves this incorporation by reference
in accordance with 5 U.S.C. 552(a) and
1 CFR part 51. You may obtain copies
from the United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org). Copies may be
examined at the Food and Drug
Administration’s Main Library, 10903
New Hampshire Ave., Bldg. 2, Third
Floor, Silver Spring, MD 20993, 301—
796-2039, or at the National Archives
and Records Administration (NARA).
For information on the availability of
this material at NARA, call 202-741—
6030 or go to: http://www.archives.gov/
federal-register/cfr/ibr-locations.html.

* * * * *

m 11. Amend § 172.800 by revising
paragraph (b)(2) to read as follows:

§172.800 Acesulfame potassium.
* * * * *

(b) E

(2) Fluoride content is not more than
30 milligrams per kilogram, as
determined by method III of the
Fluoride Limit Test of the Food
Chemicals Codex, 7th ed. (2010), p.
1151, which is incorporated by
reference. The Director of the Office of
the Federal Register approves this
incorporation by reference in
accordance with 5 U.S.C. 552(a) and 1
CFR part 51. You may obtain copies
from the United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org). Copies may be
examined at the Food and Drug
Administration’s Main Library, 10903
New Hampshire Ave., Bldg. 2, Third
Floor, Silver Spring, MD 20993, 301—
796—2039, or at the National Archives
and Records Administration (NARA).
For information on the availability of
this material at NARA, call 202-741—
6030 or go to: http://www.archives.gov/
federal-register/cfr/ibr-locations.html.
* * * * *

m 12. Amend § 172.804 by revising
paragraph (b) to read as follows:

§172.804 Aspartame.

* * * * *

(b) The additive meets the
specifications of the Food Chemicals
Codex, 7th ed. (2010), pp. 73-74, which
is incorporated by reference. The
Director of the Office of the Federal
Register approves this incorporation by
reference in accordance with 5 U.S.C.
552(a) and 1 CFR part 51. You may
obtain copies from the United States
Pharmacopeial Convention, 12601
Twinbrook Pkwy., Rockville, MD 20852
(Internet address http://www.usp.org).
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796-2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/

ibr-locations.html.
* * * * *

m 13. Revise the introductory text of
§172.810 to read as follows:

§172.810 Dioctyl sodium sulfosuccinate.

The food additive, dioctyl sodium
sulfosuccinate, meets the specifications
of the Food Chemicals Codex, 7th ed.
(2010), pp. 313-314, which is
incorporated by reference. The Director
of the Office of the Federal Register
approves this incorporation by reference
in accordance with 5 U.S.C. 552(a) and
1 CFR part 51. You may obtain copies
from the United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org). Copies may be
examined at the Food and Drug
Administration’s Main Library, 10903
New Hampshire Ave., Bldg. 2, Third
Floor, Silver Spring, MD 20993, 301—
796-2039, or at the National Archives
and Records Administration (NARA).
For information on the availability of
this material at NARA, call 202-741—
6030 or go to: http://www.archives.gov/
federal-register/cfr/ibr-locations.html).
The food additive, dioctyl sodium
sulfosuccinate, may be safely used in
food in accordance with the following
prescribed conditions:

* * * * *

m 14. Amend § 172.812 by revising
paragraph (a) to read as follows:

§172.812 Glycine.

(a) The additive meets the
specifications of the Food Chemicals
Codex, 7th ed. (2010), pp. 457-458,
which is incorporated by reference. The
Director of the Office of the Federal
Register approves this incorporation by
reference in accordance with 5 U.S.C.

552(a) and 1 CFR part 51. You may
obtain copies from the United States
Pharmacopeial Convention, 12601
Twinbrook Pkwy., Rockville, MD 20852
(Internet address http://www.usp.org).
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796-2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/
ibr-locations.html.

* * * * *

m 15. Amend § 172.831 by revising
paragraph (b) to read as follows:

§172.831 Sucralose.
* * * * *

(b) The additive meets the
specifications of the Food Chemicals
Codex, 7th ed. (2010), pp. 993-995,
which is incorporated by reference. The
Director of the Office of the Federal
Register approves this incorporation by
reference in accordance with 5 U.S.C.
552(a) and 1 CFR part 51. You may
obtain copies from the United States
Pharmacopeial Convention, 12601
Twinbrook Pkwy., Rockville, MD 20852
(Internet address http://www.usp.org).
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796—2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/

ibr-locations.html.
* * * * *

m 16. Amend § 172.841 by revising
paragraph (b) to read as follows:

§172.841 Polydextrose.

(b) The additive meets the
specifications of the Food Chemicals
Codex, 7th ed. (2010), pp. 811-814,
which is incorporated by reference. The
Director of the Office of the Federal
Register approves this incorporation by
reference in accordance with 5 U.S.C.
552(a) and 1 CFR part 51. You may
obtain copies from the United States
Pharmacopeial Convention, 12601
Twinbrook Pkwy., Rockville, MD 20852
(Internet address http://www.usp.org).
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796-2039, or at the National
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Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/

ibr-locations.html.
* * * * *

m 17. Amend § 172.862 by revising
paragraph (b)(1) to read as follows:

§172.862 Oleic acid derived from tall oil
fatty acids.

* * * * *

(b) * * *
(1) Specifications for oleic acid
prescribed in the Food Chemicals
Codex, 7th ed. (2010), pp. 743-744,
which is incorporated by reference,
except that titer (solidification point)
shall not exceed 13.5 °C and
unsaponifiable matter shall not exceed
0.5 percent. The Director of the Office
of the Federal Register approves this
incorporation by reference in
accordance with 5 U.S.C. 552(a) and 1
CFR part 51. You may obtain copies
from the United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org). Copies may be
examined at the Food and Drug
Administration’s Main Library, 10903
New Hampshire Ave., Bldg. 2, Third

Floor, Silver Spring, MD 20993, 301—
796—2039, or at the National Archives
and Records Administration (NARA).
For information on the availability of
this material at NARA, call 202-741—
6030 or go to: http://www.archives.gov/
federal-register/cfr/ibr-locations.html.

* * * * *

m 18. Amend § 172.867 by revising
paragraph (b) to read as follows:

§172.867 Olestra.

* * * * *

(b) Olestra meets the specifications of
the Food Chemicals Codex, 7th ed.
(2010), pp. 744-746, which is
incorporated by reference. The Director
of the Office of the Federal Register
approves this incorporation by reference
in accordance with 5 U.S.C. 552(a) and
1 CFR part 51. You may obtain copies
from the United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org). Copies may be
examined at the Food and Drug
Administration’s Main Library, 10903
New Hampshire Ave., Bldg. 2, Third
Floor, Silver Spring, MD 20993, 301—
796—2039, or at the National Archives
and Records Administration (NARA).
For information on the availability of
this material at NARA, call 202-741—

6030 or go to: http://www.archives.gov/

federal-register/cfr/ibr-locations.html.

m 19. Amend § 172.869 by revising
paragraph (b) introductory text and
paragraphs (b)(6) through (b)(11) to read
as follows:

§172.869 Sucrose oligoesters.

* * * * *

(b) Sucrose oligoesters meet the
specifications in the methods listed in
the table in this paragraph. The methods
for determining compliance with each
specification are incorporated by
reference. The Director of the Office of
the Federal Register approves this
incorporation by reference in
accordance with 5 U.S.C. 552(a) and 1
CFR part 51. Copies may be examined
at the Food and Drug Administration’s
Main Library, 10903 New Hampshire
Ave., Bldg. 2, Third Floor, Silver Spring,
MD 20993, 301-796—2039, or at the
National Archives and Records
Administration (NARA). For
information on the availability of this
material at NARA, call 202-741-6030 or
go to: http://www.archives.gov/federal-
register/cfr/ibr-locations.html. Copies of
the methods are available from the
sources listed in the table in this
paragraph:

Specification Limit

Method cited

Source for obtaining method

* *

(6) Acid Value Not more than 4.0

(7) Residue on Ignition

(8) Residual Methanol ~ Not more than 10 mil-

ligrams/kilogram.

(9) Residual Dimethyl

Sulfoxide. ligrams/kilogram.
(10) Residual Isobutyl ~ Not more than 10 mil-
Alcohol. ligrams/kilogram.
(11) Lead .....covveueenneee. Not more than 1.0 mil-

ligram/kilogram.

Not more than 0.7% ..

Not more than 2.0 mil-

* * *

“Acid Value,” Appendix VII,
Method | (Commercial Fatty
Acids), in the Food Chemi-
cals Codex, 7th ed. (2010),
p. 1220..

“Residue on Ignition,” Appen-
dix IIC, Method |, in the
Food Chemicals Codex, 7th
ed. (2010), pp. 1141-1142
(using a 1-gram sample)..

Method listed in the mono-
graph for “Sucrose Fatty
Acid Esters” in the Food
Chemicals Codex, 7th ed.
(2010), pp. 998-1000..

...... do

Do.

Do

Do.

Do.

“Atomic Absorption Do.
Spectrophometric Graphite
Furnace Method,” Method |

in the Food Chemicals

Codex, 7th ed. (2010), p.

1154-1155.

* *

United States Pharmacopeial Con-
vention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet ad-
dress http://www.usp.org)
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* * * * *

PART 173—SECONDARY DIRECT
FOOD ADDITIVES PERMITTED IN
FOOD FOR HUMAN CONSUMPTION

m 20. The authority citation for 21 CFR
part 173 continues to read as follows:

Authority: 21 U.S.C. 321, 342, 348.

m 21. Amend § 173.160 by revising
paragraph (d) to read as follows:

§173.160 Candida guilliermondii.
* * * * *

(d) The additive is so used that the
citric acid produced conforms to the
specifications of the Food Chemicals
Codex, 7th ed. (2010), pp. 226-227,
which is incorporated by reference. The
Director of the Office of the Federal
Register approves this incorporation by
reference in accordance with 5 U.S.C.
552(a) and 1 CFR part 51. You may
obtain copies from the United States
Pharmacopeial Convention, 12601
Twinbrook Pkwy., Rockville, MD 20852
(Internet address http://www.usp.org).
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796—2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/
ibr-locations.html.

m 22. Amend § 173.165 by removing the
first three sentences in paragraph (d)
and adding five sentences in their place
to read as follows:

§173.165 Candida lipolytica.
* * * * *

(d) The additive is so used that the
citric acid produced conforms to the
specifications of the Food Chemicals

Codex, 7th ed. (2010), pp. 226-227,
which is incorporated by reference. The
Director of the Office of the Federal
Register approves this incorporation by
reference in accordance with 5 U.S.C.
552(a) and 1 CFR part 51. You may
obtain copies from the United States
Pharmacopeial Convention, 12601
Twinbrook Pkwy., Rockville, MD 20852
(Internet address http://www.usp.org).
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796-2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/

ibr-locations.html. * * *
* * * * *

m 23. Amend § 173.228 by revising
paragraph (a) and removing footnote 1
to read as follows:

§173.228 Ethyl acetate.

(a) The additive meets the
specifications of the Food Chemicals
Codex, 7th ed. (2010), pp. 343-344,
which is incorporated by reference. The
Director of the Office of the Federal
Register approves this incorporation by
reference in accordance with 5 U.S.C.
552(a) and 1 CFR part 51. You may
obtain copies from the United States
Pharmacopeial Convention, 12601
Twinbrook Pkwy., Rockville, MD 20852
(Internet address http://www.usp.org).
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796-2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,

call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/

ibr-locations.html.
* * * * *

m 24. Amend § 173.280 by revising
paragraph (c) to read as follows:

§173.280 Solvent extraction process for
citric acid.
* * * * *

(c) The citric acid so produced meets
the polynuclear aromatic hydrocarbon
specifications of § 173.165 and the
specifications of the Food Chemicals
Codex, 7th ed. (2010), pp. 226-227,
which is incorporated by reference. The
Director of the Office of the Federal
Register approves this incorporation by
reference in accordance with 5 U.S.C.
552(a) and 1 CFR part 51. You may
obtain copies from the United States
Pharmacopeial Convention, 12601
Twinbrook Pkwy., Rockville, MD 20852
(Internet address http://www.usp.org).
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796—2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/
ibr-locations.html.

* * * * *

m 25. Amend § 173.310 in the table in
paragraph (c) by revising the entries for
“Acrylic acid/2-acrylamido-2-methyl
propane sulfonic acid copolymer”,
“Sodium carboxymethylcellulose”, and
“Sorbitol anhydride esters” and add
paragraph (f) to read as follows:

§173.310 Boiler water additives.

* * * * *

(c) List of substances:

Substances

Limitations

* *

Acrylic acid/2-acrylamido-2-methyl propane sulfonic acid copolymer

* * *

having a minimum weight average molecular weight of 9,900 and a
minimum number average molecular weight of 5,700 as determined
by a method entitled “Determination of Weight Average and Number
Average Molecular Weight of 60/40 AA/AMPS”.

* *

Sodium carboxymethylcellulose

* * *

dry-weight

* *

Total not to exceed 20 parts per million (active) in boiler feedwater.

* *

Contains not less than 95 percent sodium carboxymethylcellulose on a
basis,

with maximum substitution of 0.9

carboxymethylcellulose groups per anhydroglucose unit, and with a
minimum viscosity of 15 centipoises for 2 percent by weight aqueous
solution at 25 °C; by the “Viscosity of Cellulose Gum” method pre-
scribed in the Food Chemicals Codex, pp. 1128-1129.
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Sorbitol anhydride esters: A mixture consisting of sorbitan monostea-
rate as defined in §172. 842 of this chapter; polysorbate 60
sorbitan monostearate))

((polyoxyethylene (20)

as defined in

§172.836 of this chapter; and polysorbate 20 ((polyoxyethylene (20)
sorbitan monolaurate)), meeting the specifications of the Food

Chemicals Codex, pp. 825-827..

* *

The mixture is used as an anticorrosive agent in steam boiler distribu-
tion systems, with each component not to exceed 15 milligrams per
kilogram in the steam.

* * * * *

(f) The standards required in this
section are incorporated by reference
into this section with the approval of
the Director of the Federal Register
under 5 U.S.C. 552(a) and 1 CFR part 51.
Copies may be examined at the Food
and Drug Administration’s Main
Library, 10903 New Hampshire Ave.,
Bldg. 2, Third Floor, Silver Spring, MD
20993, 301-796-2039, or at the National
Archives and Records Administration
(NARA). For information on the
availability of this material at NARA,
call 202-741-6030 or go to: http://
www.archives.gov/federal-register/cfr/
ibr-locations.html.

(1) FDA Main Library, 10903 New
Hampshire Ave., Silver Spring, MD
20993:

(i) “Determination of Weight Average
and Number Average Molecular Weight
of 60/40 AA/AMPS” (October 23, 1987).

(ii) [Reserved].

(2) United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org):

(i) Food Chemicals Codex, 7th ed.
(2010), pp. 1128-1129.

(ii) Food Chemicals Codex, 7th ed.
(2010), pp. 825-827.

m 26. Amend § 173.368 by revising
paragraph (c) to read as follows:

§173.368 Ozone.

(c) The additive meets the
specifications for ozone in the Food
Chemicals Codex, 7th ed. (2010), pp.
754-755, which is incorporated by
reference. The Director of the Office of
the Federal Register approves this
incorporation by reference in
accordance with 5 U.S.C. 552(a) and 1
CFR part 51. You may obtain copies
from the United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org). Copies may be
examined at the Food and Drug
Administration’s Main Library, 10903
New Hampshire Ave., Bldg. 2, Third
Floor, Silver Spring, MD 20993, 301—
796-2039, or at the National Archives

and Records Administration (NARA).
For information on the availability of
this material at NARA, call 202-741—
6030 or go to: http://www.archives.gov/
federal-register/cfr/ibr-locations.html.

* * * * *

PART 178—INDIRECT FOOD
ADDITIVES: ADJUVANTS,
PRODUCTION AIDS, AND SANITIZERS

m 27. The authority citation for 21 CFR
part 178 continues to read as follows:

Authority: 21 U.S.C. 321, 342, 348, 379e.

m 28. Amend § 178.1005 by revising
paragraph (c) to read as follows:

§178.1005 Hydrogen peroxide solution.

* * * * *

(c) Specifications. Hydrogen peroxide
solution shall meet the specifications of
the Food Chemicals Codex, 7th ed.
(2010), pp. 496—497, which is
incorporated by reference. Hydrogen
peroxide solution shall also meet the
specifications for “Acidity,” “Chloride,”
and “Other requirements” for Hydrogen
Peroxide Concentrate in the United
States Pharmacopeia 36th Revision
(2013), pp. 3848-3849, which is
incorporated by reference. The Director
of the Office of the Federal Register
approves this incorporation by reference
in accordance with 5 U.S.C. 552(a) and
1 CFR part 51. You may obtain copies
from the United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org). Copies may be
examined at the Food and Drug
Administration’s Main Library, 10903
New Hampshire Ave., Bldg. 2, Third
Floor, Silver Spring, MD 20993, 301—
796—2039, or at the National Archives
and Records Administration (NARA).
For information on the availability of
this material at NARA, call 202-741—
6030 or go to: http://www.archives.gov/
federal-register/cfr/ibr-locations.html.

* * * * *

PART 180—FOOD ADDITIVES
PERMITTED IN FOOD OR IN CONTACT
WITH FOOD ON AN INTERIM BASIS
PENDING ADDITIONAL STUDY

m 29. The authority citation for 21 CFR
part 180 continues to read as follows:

Authority: 21 U.S.C. 321, 342, 343, 348,
371; 42 U.S.C. 241.

m 30. Amend § 180.37 by revising
paragraph (b) to read as follows:

§180.37 Saccharin, ammonium saccharin,
calcium saccharin, and sodium saccharin.
* * * * *

(b) The food additives meet the
specifications of the Food Chemicals
Codex, 7th ed. (2010), pp. 52-54, 153—
154, 898-899, 961-962, which is
incorporated by reference. The Director
of the Office of the Federal Register
approves this incorporation by reference
in accordance with 5 U.S.C. 552(a) and
1 CFR part 51. You may obtain copies
from the United States Pharmacopeial
Convention, 12601 Twinbrook Pkwy.,
Rockville, MD 20852 (Internet address
http://www.usp.org). Copies may be
examined at the Food and Drug
Administration’s Main Library, 10903
New Hampshire Ave., Bldg. 2, Third
Floor, Silver Spring, MD 20993, 301—
796—2039, or at the National Archives
and Records Administration (NARA).
For information on the availability of
this material at NARA, call 202—-741—
6030 or go to: http://www.archives.gov/
federal-register/cfr/ibr-locations.html.

* * * * *

Dated: November 21, 2013.
Susan M. Bernard,

Director, Office of Regulations, Policy and
Social Sciences, Center for Food Safety and
Applied Nutrition.

[FR Doc. 2013-28439 Filed 11-27-13; 8:45 am]

BILLING CODE 4160-01-P
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DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Parts 1 and 31
[TD 9645]
RIN 1545-BK54

Rules Relating to Additional Medicare
Tax

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final regulations.

SUMMARY: This document contains final
regulations relating to Additional
Hospital Insurance Tax on income
above threshold amounts (‘“Additional
Medicare Tax"’), as added by the
Affordable Care Act. Specifically, these
final regulations provide guidance for
employers and individuals relating to
the implementation of Additional
Medicare Tax, including the
requirement to withhold Additional
Medicare Tax on certain wages and
compensation, the requirement to file a
return reporting Additional Medicare
Tax, the employer process for adjusting
underpayments and overpayments of
Additional Medicare Tax, and the
employer and individual processes for
filing a claim for refund for an
overpayment of Additional Medicare
Tax.

DATES: Effective date: These regulations
are effective on November 29, 2013.
Applicability date: For dates of
applicability, see §§1.1401-1(e),
31.3101-2(d), 31.3102—1(f), 31.3102—
4(d), 31.3202—1(h), 31.6011(a)-1(h),
31.6011(a)-2(e), 31.6205—1(e),
31.6402(a)-2(c), 31.6413(a)-1(c), and
31.6413(a)-2(e).
FOR FURTHER INFORMATION CONTACT:
Andrew K. Holubeck at (202) 317-4774
(not a toll-free number).
SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information
contained in these final regulations has
been reviewed and approved by the
Office of Management and Budget in
accordance with the Paperwork
Reduction Act (PRA) of 1995 (44 U.S.C.
3507(d)) under control number 1545—
2097. The collection of information in
these regulations is in §§31.6011(a)-1,
31.6011(a)-2, 31.6205-1, 31.6402(a)-2,
31.6413(a)-1, and 31.6413(a)-2. This
information is required by the IRS to
verify compliance with return
requirements under section 6011,
employment tax adjustments under
sections 6205 and 6413, and claims for
refund of overpayments under section

6402. This information will be used to
determine whether the amount of tax
has been reported and calculated
correctly. The likely respondents are
employers and individuals.

An agency may not conduct or
sponsor, and a person is not required to
respond to, a collection of information
unless it displays a valid control
number assigned by the Office of
Management and Budget.

Books or records relating to a
collection of information must be
retained as long as their contents may
become material in the administration
of any internal revenue law. Generally,
tax returns and tax return information
are confidential, as required by 26
U.S.C. 6103.

Background

These final regulations are issued in
connection with the Additional Hospital
Insurance Tax on income above
threshold amounts (‘“Additional
Medicare Tax"’), as added by section
9015 of the Patient Protection and
Affordable Care Act (PPACA), Public
Law 111-148 (124 Stat. 119 (2010)), and
as amended by section 10906 of the
PPACA and section 1402(b) of the
Health Care and Education
Reconciliation Act of 2010, Public Law
111-152 (124 Stat. 1029 (2010))
(collectively, the “Affordable Care
Act”). The final regulations include
amendments to § 1.1401-1 of the
Income Tax Regulations, and
§§31.3101-2, 31.3102-1, 31.3102-4,
31.3202-1, 31.6011(a)-1, 31.6011(a)-2,
31.6205-1, 31.6402(a)-2, 31.6413(a)-1,
and 31.6413(a)-2 of the Employment
Tax Regulations. The final regulations
provide guidance for employers and
individuals relating to the
implementation of Additional Medicare
Tax, including the requirement to
withhold Additional Medicare Tax on
certain wages and compensation, the
requirement to file a return reporting
Additional Medicare Tax, the employer
process for adjusting underpayments
and overpayments of Additional
Medicare Tax, and the employer and
individual processes for filing a claim
for refund of Additional Medicare Tax.

A notice of proposed rulemaking
(REG-130074—11) was published in the
Federal Register (77 FR 72268) on
December 5, 2012. A public hearing was
scheduled for April 4, 2013. The IRS did
not receive any requests to testify at the
public hearing, and therefore the public
hearing was cancelled. Comments
responding to the proposed regulations
were received. All comments were
considered and are available for public
inspection and copying at http://
www.regulations.gov or upon request.

After consideration of all the comments,
the proposed regulations are adopted as
amended by this Treasury decision. The
public comments and revisions are
discussed in this preamble.

Summary of Comments and
Explanation of Revisions

The IRS received five comments in
response to the proposed regulations.
One commenter expressed concern that
the 2013 Old Age, Survivors and
Disability Insurance (OASDI) tax rate for
employees of 6.2 percent was applied to
wages for services performed in the last
two weeks of 2012, when the OASDI tax
rate for employees was 4.2 percent. This
comment is outside the scope of these
regulations.

Another commenter requested that
the comment period for the proposed
regulations be extended by 60 days. The
Administrative Procedure Act does not
set a time frame for a comment period
on regulations. However, Executive
Order (E.O.) 12866 provides that
generally a comment period should be
no less than 60 days. The public was
given 90 days to comment on the
proposed regulations, which exceeds
the period required by E.O. 12866. The
IRS received only five comments during
the 90-day comment period, no
comments were received after the 90-
day comment period expired, and there
is no indication that more comments
would have been received if the
comment period had been extended.
Therefore, an extension of the comment
period beyond the 90 days provided in
the proposed regulations was not
warranted.

One commenter noted that because
Additional Medicare Tax will involve
new recordkeeping and withholding
procedures for employers and certain
employees, there may be inadvertent
errors involved with implementing the
tax, especially in the first year of
implementation. Therefore, the
commenter requested that the IRS grant
employers flexibility in correcting
overpayments and underpayments of
Additional Medicare Tax by allowing
additional time to correct errors,
allowing corrections for a certain period
without penalty, and granting an
exemption from penalties for de
minimis errors.

No such changes were made in these
final regulations. The regulations under
§§31.6205-1(a) and 31.6413(a)-2
already allow employers flexibility in
making interest-free adjustments of
underpayments and overpayments and,
to the extent an employer discovers an
error in withholding, paying, or
reporting Additional Medicare Tax, the
regulations provide procedures for
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correcting that error on an adjusted
employer return generally without
imposition of interest. Further, under
sections 6651 and 6656, penalties for
failure to pay or deposit Additional
Medicare Tax do not apply to the extent
the failure is due to reasonable cause
and not willful neglect.

To correct an overpayment of income
tax or Additional Medicare Tax, an
employer may make an adjustment only
if it repays or reimburses the employee
prior to the end of the calendar year in
which the wages or compensation was
paid. Similarly, to correct an
underpayment of income tax or
Additional Medicare Tax, an employer
may make an interest-free adjustment
only if the error is ascertained within
the calendar year in which the wages or
compensation was paid. Because
employees will report Additional
Medicare Tax on Form 1040, “U.S.
Individual Tax Return,” allowing
employers time beyond the end of the
calendar year in which the error was
made to correct overpayments and
underpayments would create
complexity and confusion for
individuals filing individual income tax
returns and would adversely affect tax
administration. Accordingly, these final
regulations do not include additional
procedures specifically for correcting
Additional Medicare Tax errors, but
rather generally rely on existing
procedures for correcting income tax
withholding errors.

One commenter questioned how
employers should treat repayment by an
employee of wage payments received by
the employee in a prior year for
Additional Medicare Tax purposes (for
example, sign on bonuses paid to
employees that are subject to repayment
if certain conditions are not satisfied).
Employers cannot make an adjustment
or file a claim for refund for Additional
Medicare Tax withholding when there
is a repayment of wages received by an
employee in a prior year because the
employee determines liability for
Additional Medicare Tax on the
employee’s income tax return for the
prior year; however, the employee may
be able to file an amended return
claiming a refund of the Additional
Medicare Tax.

More specifically, under current
employment tax adjustment procedures,
if the repayment occurs within the
period of limitations for refund, the
employer can repay or reimburse the
social security and Medicare taxes
withheld from the wage payment to the
employee and file a refund claim, or
make an interest-free adjustment, for the
social security and Medicare tax
overwithholding. However, under

§31.6413(a)-1(a)(2)(ii) of these
regulations, an employer may adjust
overpaid Additional Medicare Tax
withheld from employees only in the
calendar year in which the wages or
compensation are paid, and only if the
employer repays or reimburses the
employee the amount of the
overcollection prior to the end of the
calendar year. Further, under
§31.6402(a)-2(a)(1)(iii) of these
regulations, employers may claim a
refund of overpaid Additional Medicare
Tax only if the employer did not deduct
or withhold the overpaid Additional
Medicare Tax from the employee’s
wages or compensation. Accordingly,
these regulations at § 31.6402(a)-
2(b)(3)(ii) provide that, in the case of an
overpayment of Additional Medicare
Tax for a year for which an individual
has filed Form 1040, a claim for refund
should be made by the individual on
Form 1040X, “Amended U.S. Individual
Income Tax Return.” Since a wage
repayment reduces the wages subject to
Additional Medicare Tax for the period
during which the wages were originally
paid, the employee is entitled to file an
amended return (on Form 1040X) to
recover Additional Medicare Tax with
respect to the repaid wages.?

Finally, one commenter expressed
concern about the impact of the
regulations on the small business and
individual community. The commenter
disagreed with the conclusion in the
proposed regulations that no regulatory
assessment was required under E.O.
12866 because the rulemaking is not a
significant regulatory action. The
commenter also disagreed with the
conclusion in the proposed regulations
that a regulatory flexibility analysis was
not required under the Regulatory
Flexibility Act (5 U.S.C. 601) (RFA)
because the collection of information
contained in the proposed regulations
will not have a significant economic

11In this situation, Additional Medicare Tax is
treated differently than federal income tax. For
federal income tax purposes, wages paid in a year
are considered income to the employee in that year,
even when the wages are repaid by the employee
to the employer in a subsequent year. If an
employee repays wages to an employer in a year
following the year in which the wages were
originally paid, the employee cannot reduce the
federal income tax for the prior year (i.e., the
employee cannot file an amended income tax return
for the prior year using Form 1040X). Instead,
depending on the circumstances, the employee may
be entitled to a deduction for the repaid wages (or
in some cases, if the requirements of section 1341
are satisfied, a reduction of tax) on his or her
income tax return for the year of repayment. By
contrast, the Additional Medicare Tax is part of
FICA and, similar to social security tax and
Medicare tax, the repayment of wages reduces the
employee’s liability for Additional Medicare Tax for
the prior year.

impact on a substantial number of small
entities.

Section 3(a)(4)(B) of E.O. 12866
requires agencies to prepare a regulatory
assessment for ““significant regulatory
actions’ as defined in section 3(f) of
E.O. 12866. As part of its definition of
significant regulatory actions, section
3(f) includes economically significant
regulations, that is, regulatory actions
that are likely to have an annual effect
on the economy of $100 million or
more. The commenter contends that the
skills equivalent to a junior associate
accountant would be needed to comply
with the regulations. The commentator
contends that, assuming a junior
associate reasonably bills for services at
the rate of $100 per hour, and using the
estimated annual reporting or
recordkeeping burden for these
regulations of 1,900,000 hours, the
estimated annual effect on the economy
is $190 million.

The Treasury Department and the IRS
do not agree with the commenter’s
assertion that all individuals and
entities subject to these regulations will
require the services of an accountant.
Many employers utilize payroll service
providers that are equipped to comply
with these regulations and that will
include Additional Medicare Tax as part
of the payroll services they provide.
Other employers and individuals will be
able to comply with these regulations
without assistance by following the
instructions that accompany tax forms
and by utilizing other information
provided by the IRS. Therefore, neither
the proposed regulations, nor these final
regulations, are significant regulatory
actions within the meaning of E.O.
12866, and a regulatory assessment is
not required.

The RFA requires agencies to prepare
a regulatory flexibility analysis
addressing the impact of proposed or
final regulations on small entities. The
proposed regulations certified that a
regulatory flexibility analysis is not
required because the collection of
information contained in the regulations
will not have a significant economic
impact on a substantial number of small
entities. The commenter challenged this
certification.

A “collection of information” is
defined in the RFA as a requirement
that a small entity report information to
the Federal Government, or maintain
specified records, regardless of whether
the information in those records is
reported to the Federal Government.
The regulations contain a collection of
information requirement.

The RFA does not define “substantial
number.” In general, for purposes of the
RFA, regulations with a broad effect on
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business are presumed to have an
impact on a substantial number of small
entities. Since these regulations have a
broad effect on business, these
regulations will have an impact on a
substantial number of small entities.

The RFA also does not define
“significant economic impact.” As
stated in connection with the discussion
of E.O. 12866, the commenter assumed
a billing rate of $100 per hour, and
multiplied that rate by the estimated
aggregate annual PRA reporting or
recordkeeping burden for these
regulations of 1,900,000 hours, to
estimate the annual effect on the
economy to be $190 million. Based on
this calculation, the commenter
concluded that the collection of
information had a significant economic
impact on a substantial number of small
entities.

The commenter’s approach is not an
appropriate measure of the economic
impact of these regulations on small
entities. The 1,900,000 hours estimated
to be the aggregate annual PRA burden
for these regulations represents an
estimated 1,900,000 respondents with
an estimated average annual burden per
respondent of 1 hour. The number of
respondents comprises all respondents
affected by these regulations, including
individuals as well as entities. It is not
an estimated number of affected entities
only. The IRS estimates that
approximately 325,000 entities report
Medicare wages to one or more
individuals in excess of the $200,000
Additional Medicare Tax withholding
threshold. Thus, approximately 325,000
entities, encompassing both large and
small entities, are affected by these
regulations. Therefore, the reporting or
recordkeeping burden of these
regulations on small entities is
estimated to be significantly less than
1,900,000 hours. The commenter’s use
of this number to assess the annual
economic impact of these regulations on
small entities is incorrect.

In addition, to the extent that there is
a significant economic impact, the
economic impact principally results
directly from the underlying statutes.
For example, the statute imposing
Additional Medicare Tax requires the
employer to withhold the tax from
wages paid to the employee. Other
provisions of the Internal Revenue Code
(Code) require the employer to report
and pay the correct amount of withheld
tax to the government. Similarly, the
collection of information required with
regard to interest-free adjustments and
claims for refund apply existing
statutory rules to Additional Medicare
Tax. The regulations implement the
underlying statutes and provide

guidance for employers and individuals
relating to the requirement to file a
return reporting Additional Medicare
Tax, the employer process for making
adjustments of underpayments and
overpayments of Additional Medicare
Tax, and the employer and individual
processes for filing a claim for refund
for an overpayment of Additional
Medicare Tax. As a result, the estimated
annual PRA burden per taxpayer for
these regulations is very low.
Consequently, the economic impact of
these regulations is not expected to be
significant, and neither the proposed
regulations nor these final regulations
will have a significant economic impact
on a substantial number of small entities
within the meaning of the RFA.
Therefore a regulatory flexibility
analysis is not required.

The proposed regulations provided
that if the employer deducts less than
the correct amount of Additional
Medicare Tax, it is nevertheless liable
for the correct amount of tax that it was
required to withhold, unless and until
the employee pays the tax. Consistent
with section 3102(f)(3) of the Code, the
proposed regulations also provided that
if an employee subsequently pays the
tax that the employer failed to deduct,
the tax will not be collected from the
employer. These final regulations
further provide that an employer is not
relieved of its liability for payment of
any Additional Medicare Tax required
to be withheld unless it can show that
the tax has been paid by the employee.
Section 3102(f)(3) contains language
similar to section 3402(d) of the Code,
and this provision of the final
regulations is consistent with the
approach used in the regulations under
section 3402(d). Employers will use
Form 4669, “‘Statement of Payments
Received,” and Form 4670, “Request for
Relief from Payment of Income Tax
Withholding,” the same forms used for
requesting federal income tax
withholding relief, to request relief from
paying Additional Medicare Tax that
has already been paid by the employee.

The final regulations also amend the
proposed regulations to comply with
formatting requirements of the Office of
the Federal Register.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in E.O.
12866, and supplemented by E.O.
13653. The regulations implement the
underlying statutes and the economic
impact is principally a result of the
underlying statutes, rather than the
regulations. Therefore, a regulatory
assessment is not required. It has also

been determined that section 553(b) of
the Administrative Procedure Act (5
U.S.C. chapter 5) does not apply to these
regulations.

Sections 603 and 604 of the RFA (5
U.S.C. chapter 6) generally require
agencies to prepare a regulatory
flexibility analysis addressing the
impact of proposed and final
regulations, respectively, on small
entities. Section 605(b) of the RFA,
however, provides that sections 603 and
604 shall not apply if the head of the
agency certifies that the rule will not
have a significant economic impact on
a substantial number of small entities.
For the reasons discussed in the
Summary of Comments section of the
preamble, as well as the reasons set
forth in the succeeding paragraphs, it is
hereby certified that the collection of
information requirements contained in
these regulations will not have a
significant economic impact on a
substantial number of small entities.

The regulations under sections 6205,
6402, and 6413 affect all taxpayers that
file employment tax returns or claims
for refund of employment taxes. Many
small entities fall into this category.
Therefore, it has been determined that
these regulations will affect a
substantial number of small entities. It
also has been determined, however, that
the economic impact on entities affected
by these regulations will not be
significant.

As stated above, the regulations
implement the underlying statutes and
the economic impact is principally a
result of the underlying statutes, rather
than the regulations. The regulations
require taxpayers that file employment
tax returns and that make interest-free
adjustments to the returns for
underpayments or overpayments of
Additional Medicare Tax, or that file
claims for refund of an overpayment of
Additional Medicare Tax, to provide an
explanation setting forth the basis for
the correction or the claim in detail,
designating the return period in which
the error was ascertained and the return
period being corrected, and setting forth
such other information as may be
required by the instructions to the form.
In addition, for adjustments of
overpayments of Additional Medicare
Tax, employers must obtain and retain
the written receipt of the employee
showing the date and amount of the
repayment to the employee or retain
evidence of reimbursement. The
requirement to collect this information
is not newly imposed by these
regulations. The regulations merely
apply procedures from existing
regulations, with appropriate
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modifications, to corrections of
Additional Medicare Tax.

It is estimated that the annual PRA
burden per taxpayer to comply with the
collection of information requirements
in these regulations is one hour. This
minimal burden does not constitute a
significant economic impact.
Accordingly, a regulatory flexibility
analysis is not required.

Pursuant to section 7805(f) of the
Code, the proposed regulations
preceding these regulations were
submitted to the Chief Counsel for
Advocacy of the Small Business
Administration for comment on its
impact on small business.

Drafting Information

The principal author of the
regulations is Andrew Holubeck of the
Office of the Division Counsel/Associate
Chief Counsel (Tax Exempt and
Government Entities). However, other
personnel from the IRS and the Treasury
Department participated in their
development.

List of Subjects
26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

26 CFR Part 31

Employment taxes, Income taxes,
Penalties, Pensions, Railroad retirement,
Reporting and recordkeeping
requirements, Social Security,
Unemployment compensation.

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1 and 31
are amended as follows:

PART 1—INCOME TAXES

m Paragraph 1. The authority citation
for part 1 continues to read in part as
follows:

Authority: 26 U.S.C. 7805 * * *
m Par. 2. Section 1.1401-1 is amended
by revising paragraph (b) and adding
paragraphs (d) and (e) to read as follows:

§1.1401-1 Tax on self-employment
income.
* * * * *

(b) The rates of tax on self-
employment income are as follows
(these regulations do not reflect off-Code
revisions to the following rates):

(1) For Old-age, Survivors, and
Disability Insurance:

Taxable year Percent
Beginning after December
31, 1983 and before Janu-
ary 1,1988 ..o 11.40

Taxable year Percent

Beginning after December
31, 1987 and before Janu-
ary 1, 1990 ....ccovivvniinienne

Beginning after December
31,1989 oo

12.12

12.40

(2)(i) For Hospital Insurance:

Taxable year Percent

Beginning after December
31, 1983 and before Janu-
ary 1,1985 ...ooovoreierennn,

Beginning after December
31, 1984 and before Janu-
ary 1, 1986 ......ccceeveeeiens

Beginning after December
31,1985 oo

2.60

2.70

2.90

(ii) For Additional Medicare Tax:

Taxable year Percent

Beginning after December

31,2012 . 0.9

* * * * *

(d) Special rules regarding Additional
Medicare Tax. (1) General rule. An
individual is liable for Additional
Medicare Tax to the extent that his or
her self-employment income exceeds
the following threshold amounts.

Filling status Threshold
Married individual filing a
joint return ........ccooeeenenne. $250,000
Married individual filing a
separate return .................. 125,000
Any other case ........cccceeueee. 200,000

Note: These threshold amounts are
specified under section 1401(b)(2)(A).

(2) Coordination with Federal
Insurance Contributions Act. (i) General
rule. Under section 1401(b)(2)(B), the
applicable threshold specified under
section 1401(b)(2)(A) is reduced (but not
below zero) by the amount of wages (as
defined in section 3121(a)) taken into
account in determining Additional
Medicare Tax under section 3101(b)(2)
with respect to the taxpayer. This rule
does not apply to Railroad Retirement
Tax Act (RRTA) compensation (as
defined in section 3231(e)).

(ii) Examples. The rules provided in
paragraph (d)(2)(i) of this section are
illustrated by the following examples:

Example 1. A, a single filer, has $130,000
in self-employment income and $0 in wages.
A is not liable to pay Additional Medicare
Tax.

Example 2. B, a single filer, has $220,000
in self-employment income and $0 in wages.
B is liable to pay Additional Medicare Tax
on $20,000 ($220,000 in self-employment
income minus the threshold of $200,000).

Example 3. C, a single filer, has $145,000
in self-employment income and $130,000 in
wages. C’s wages are not in excess of
$200,000 so C’s employer did not withhold
Additional Medicare Tax. However, the
$130,000 of wages reduces the self-
employment income threshold to $70,000
($200,000 threshold minus the $130,000 of
wages). C is liable to pay Additional
Medicare Tax on $75,000 of self-employment
income ($145,000 in self-employment
income minus the reduced threshold of
$70,000).

Example 4. E, who is married and files a
joint return, has $140,000 in self-employment
income. F, E’s spouse, has $130,000 in wages.
F’s wages are not in excess of $200,000 so F’s
employer did not withhold Additional
Medicare Tax. However, the $130,000 of F’s
wages reduces E’s self-employment income
threshold to $120,000 ($250,000 threshold
minus the $130,000 of wages). E and F are
liable to pay Additional Medicare Tax on
$20,000 of E’s self-employment income
($140,000 in self-employment income minus
the reduced threshold of $120,000).

Example 5. D, who is married and files
married filing separately, has $150,000 in
self-employment income and $200,000 in
wages. D’s wages are not in excess of
$200,000 so D’s employer did not withhold
Additional Medicare Tax. However, the
$200,000 of wages reduces the self-
employment income threshold to $0
($125,000 threshold minus the $200,000 of
wages). D is liable to pay Additional
Medicare Tax on $75,000 of wages ($200,000
in wages minus the $125,000 threshold for a
married filing separately return) and on
$150,000 of self-employment income
($150,000 in self-employment income minus
the reduced threshold of $0).

(e) Effective/applicability date.
Paragraphs (b) and (d) of this section
apply to quarters beginning on or after
November 29, 2013.

PART 31—EMPLOYMENT TAXES AND
COLLECTION OF INCOME TAX AT THE
SOURCE

m Par. 3. The authority citation for part
31 continues to read in part as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 4. Revise § 31.3101-2 to read as
follows:

§31.3101-2 Rates and computation of
employee tax.

(a) Old-Age, Survivors, and Disability
Insurance. The rates of employee tax for
Old-Age, Survivors, and Disability
Insurance (OASDI) with respect to
wages received in calendar years after
1983 are as follows (these regulations do
not reflect off-Code revisions to the
following rates):

Calendar year Percent
1984, 1985, 1986, or 1987 ... 5.7
1988 or 1989 .....ccoecvevvvrvennne 6.06
1990 and subsequent years 6.2
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(b)(1) Hospital Insurance. The rates of
employee tax for Hospital Insurance (HI)
with respect to wages received in
calendar years after 1973 are as follows:

Calendar year Percent
1974, 1975, 1976, or 1977 ... 0.90
1978 e 1.00
1979 0r 1980 ....ccvrvevirieenne 1.05
1981, 1982, 1983, or 1984 ... 1.30
1985 ..o 1.35
1986 and subsequent years 1.45

(2) Additional Medicare Tax. (i) The
rate of Additional Medicare Tax with
respect to wages received in taxable
years beginning after December 31,
2012, is as follows:

Taxable year Percent

Beginning after December

31, 2012 0.9

(i) Individuals are liable for
Additional Medicare Tax with respect to
wages received in taxable years
beginning after December 31, 2012,
which are in excess of:

Filling status Threshold
Married individual filing a
joint return ......coceevvreeienne $250,000
Married individual filing a
separate return .... 125,000
Any other case ........ccccceeues 200,000

(c) Computation of employee tax. The
employee tax is computed by applying
to the wages received by the employee
the rates in effect at the time such wages
are received.

Example. In 1989, A performed services for
X which constituted employment (see
§31.3121(b)-2). In 1990 A receives from X
$1,000 as remuneration for such services.
The tax is payable at the 6.2 percent OASDI
rate and the 1.45 percent HI rate in effect for
the calendar year 1990 (the year in which the
wages are received) and not at the 6.06
percent OASDI rate and the 1.45 percent HI
rate which were in effect for the calendar
year 1989 (the year in which the services
were performed).

(d) Effective/applicability date.
Paragraphs (a) (b), and (c) of this section
apply to quarters beginning on or after
November 29, 2013. Taxpayers may rely
on the rules contained in the proposed
regulations for quarters beginning before
November 29, 2013.

Par. 5. Section 31.3102-1 is amended
by adding a sentence at the end of
paragraph (a) and adding paragraph (f)
to read as follows:

§31.3102-1 Collection of, and liability for,
employee tax; in general.

(a) * * * For special rules relating to
Additional Medicare Tax imposed
under section 3101(b)(2), see §31.3102—
4.

* * * * *

(f) Effective/applicability date.
Paragraph (a) of this section applies to
quarters beginning on or after November
29, 2013.

Par. 6. Section 31.3102—4 is added to
read as follows:

§31.3102-4 Special rules regarding
Additional Medicare Tax.

(a) Collection of tax from employee.
An employer is required to collect from
each of its employees the tax imposed
by section 3101(b)(2) (Additional
Medicare Tax) with respect to wages for
employment performed for the
employer by the employee only to the
extent the employer pays wages to the
employee in excess of $200,000 in a
calendar year. This rule applies
regardless of the employee’s filing status
or other income. Thus, the employer
disregards any amount of wages or
Railroad Retirement Tax Act (RRTA)
compensation paid to the employee’s
spouse. The employer also disregards
any RRTA compensation paid by the
employer to the employee or any wages
or RRTA compensation paid to the
employee by another employer.

Example. H, who is married and files a
joint return, receives $100,000 in wages from
his employer for the calendar year. I, H’s
spouse, receives $300,000 in wages from her
employer for the same calendar year. H’s
wages are not in excess of $200,000, so H’s
employer does not withhold Additional
Medicare Tax. I's employer is required to
collect Additional Medicare Tax only with
respect to wages it pays which are in excess
of the $200,000 threshold (that is, $100,000)
for the calendar year.

(b) Collection of amounts not
withheld. To the extent the employer
does not collect Additional Medicare
Tax imposed on the employee by
section 3101(b)(2), the employee is
liable to pay the tax.

Example. ], who is married and files a joint
return, receives $190,000 in wages from his
employer for the calendar year. K, J's spouse,
receives $150,000 in wages from her
employer for the same calendar year. Neither
J’s nor K’s wages are in excess of $200,000,
so neither J’s nor K’s employers are required
to withhold Additional Medicare Tax. ] and
K are liable to pay Additional Medicare Tax
on $90,000 ($340,000 minus the $250,000
threshold for a joint return).

(c) Employer’s liability for tax. If the
employer deducts less than the correct
amount of Additional Medicare Tax, or
if it fails to deduct any part of

Additional Medicare Tax, it is
nevertheless liable for the correct
amount of tax that it was required to
withhold, unless and until the employee
pays the tax. If an employee
subsequently pays the tax that the
employer failed to deduct, the tax will
not be collected from the employer. The
employer will not be relieved of its
liability for payment of the tax required
to be withheld unless it can show that
the tax under section 3101(b)(2) has
been paid. The employer, however, will
remain subject to any applicable
penalties or additions to tax resulting
from the failure to withhold as required.

(d) Effective/applicability date. This
section applies to quarters beginning on
or after November 29, 2013.

Par. 7. Section 31.3202-1 is amended
by adding paragraphs (g) and (h) to read
as follows:

§31.3202-1 Collection of, and liability for,
employee tax.
* * * * *

(g) Special rules regarding Additional
Medicare Tax. (1) An employer is
required to collect from each of its
employees the portion of the tax
imposed by section 3201(a) (as
calculated under section 3101(b)(2))
(Additional Medicare Tax) with respect
to compensation for employment
performed for the employer by the
employee only to the extent the
employer pays compensation to the
employee in excess of $200,000 in a
calendar year. This rule applies
regardless of the employee’s filing status
or other income. Thus, the employer
disregards any amount of compensation
or Federal Insurance Contributions Act
(FICA) wages paid to the employee’s
spouse. The employer also disregards
any FICA wages paid by the employer
to the employee or any compensation or
FICA wages paid to the employee by
another employer.

Example. A, who is married and files a
joint return, receives $100,000 in
compensation from her employer for the
calendar year. B, A’s spouse, receives
$300,000 in compensation from his employer
for the same calendar year. A’s compensation
is not in excess of $200,000, so A’s employer
does not withhold Additional Medicare Tax.
B’s employer is required to collect Additional
Medicare Tax only with respect to
compensation it pays to B that is in excess
of the $200,000 threshold (that is, $100,000)
for the calendar year.

(2) To the extent the employer does
not collect Additional Medicare Tax
imposed on the employee by section
3201(a) (as calculated under section
3101(b)(2)), the employee is liable to
pay the tax.
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Example. C, who is married and files a
joint return, receives $190,000 in
compensation from her employer for the
calendar year. D, C’s spouse, receives
$150,000 in compensation from his employer
for the same calendar year. Neither C’s nor
D’s compensation is in excess of $200,000, so
neither C’s nor D’s employers are required to
withhold Additional Medicare Tax. C and D
are liable to pay Additional Medicare Tax on
$90,000 ($340,000 minus the $250,000
threshold for a joint return).

(3) If the employer deducts less than
the correct amount of Additional
Medicare Tax, or if it fails to deduct any
part of Additional Medicare Tax, it is
nevertheless liable for the correct
amount of tax that it was required to
withhold, unless and until the employee
pays the tax. If an employee
subsequently pays the tax that the
employer failed to deduct, the tax will
not be collected from the employer. The
employer will not be relieved of its
liability for payment of the tax required
to be withheld unless it can show that
the tax under section 3201(a) (as
calculated under section 3101(b)(2)) has
been paid. The employer, however, will
remain subject to any applicable
penalties or additions to tax resulting
from the failure to withhold as required.

(h) Effective/applicability date.
Paragraph (g) of this section applies to
quarters beginning on or after November
29, 2013.

m Par. 8. Section 31.6011(a)-1 is
amended by:
m 1. Designating paragraph (g) as
paragraph (h) and adding a sentence to
the en(cll&1 h @)
m 2. Adding new paragra .

The addigtions r%ad %s Follogwsz

§31.6011(a)-1 Returns under Federal
Insurance Contributions Act.

(g) Returns by employees in respect of
Additional Medicare Tax. An employee
who is paid wages, as defined in
sections 3121(a), subject to the tax
under section 3101(b)(2) (Additional
Medicare Tax), must make a return for
the taxable year in respect of such tax.
The return shall be made on Form 1040,
“U.S. Individual Income Tax Return.”
The form to be used by residents of the
U.S. Virgin Islands, Guam, American
Samoa, or the Northern Mariana Islands
is Form 1040-SS, “U.S. Self-
Employment Tax Return (Including
Additional Child Tax Credit for Bona
Fide Residents of Puerto Rico).” The
form to be used by residents of Puerto
Rico is either Form 1040-SS or Form
1040-PR, “Planilla para la Declaracién
de la Contribucion Federal sobre el
Trabajo por Cuenta Propia (Incluyendo
el Crédito Tributario Adicional por

Hijos para Residentes Bona Fide de
Puerto Rico).”

(h) * * * Paragraph (g) of this section
applies to taxable years beginning on or
after November 29, 2013.

m Par. 9. Section 31.6011(a)-2 is
amended by adding paragraphs (d) and
(e) to read as follows:

§31.6011(a)-2 Returns under Railroad
Retirement Tax Act.
* * * * *

(d) Returns by employees and
employee representatives in respect of
Additional Medicare Tax. An employee
or employee representative who is paid
compensation, as defined in section
3231(e), subject to the tax under
sections 3201(a) (as calculated under
section 3101(b)(2)) or section 3211(a) (as
calculated under section 3101(b)(2))
(Additional Medicare Tax), must make a
return for the taxable year in respect of
such tax. The return shall be made on
Form 1040, “U.S. Individual Income
Tax Return.” The form to be used by
residents of the U.S. Virgin Islands,
Guam, American Samoa, or the
Northern Mariana Islands is Form 1040—
SS, “U.S. Self-Employment Tax Return
(Including Additional Child Tax Credit
for Bona Fide Residents of Puerto
Rico).” The form to be used by residents
of Puerto Rico is either Form 1040-SS
or Form 1040-PR, “Planilla para la
Declaracion de la Contribucion Federal
sobre el Trabajo por Cuenta Propia
(Incluyendo el Crédito Tributario
Adicional por Hijos para Residentes
Bona Fide de Puerto Rico).”

(e) Effective/applicability date.
Paragraph (d) of this section applies to
taxable years beginning on or after
November 29, 2013.

m Par. 10. Section 31.6205-1 is
amended by:
m 1. Revising the first sentence in
paragraph (b)(2)(i).
m 2. Adding a sentence after the first
sentence in paragraphs (b)(2)(ii) and
(iid).
m 3. Adding two sentences after the
sixth sentence in paragraph (b)(3).
m 4. Adding paragraphs (b)(4) and (e).
m 5. Revising paragraph (d)(1).

The revisions and additions read as
follows:

§31.6205-1 Adjustments of
underpayments.
* * * * *

(b) * % %

(2) * * * (i) If an employer files a
return on which FICA tax or RRTA tax
is required to be reported, and reports
on the return less than the correct
amount of employee or employer FICA
or RRTA tax with respect to a payment

of wages or compensation, and if the
employer ascertains the error after filing
the return, the employer shall correct
the error through an interest-free
adjustment as provided in this section,
except as provided in paragraph (b)(4) of
this section for Additional Medicare
Tax. * * *

(ii) * * * However, if the employer
also reported less than the correct
amount of Additional Medicare Tax, the
employer shall correct the
underwithheld and underpaid
Additional Medicare Tax in accordance
with paragraph (b)(4) of this section.

* k%

(iii) * * * However, if the employer
also reported less than the correct
amount of Additional Medicare Tax, the
employer shall correct the
underwithheld and underpaid
Additional Medicare Tax in accordance
with paragraph (b)(4) of this section.
R

(3) * * * However, an adjustment of
Additional Medicare Tax required to be
withheld under section 3101(b)(2) or
section 3201(a) may only be reported
pursuant to this section if the error is
ascertained within the same calendar
year that the wages or compensation
were paid to the employee, or if section
3509 applies to determine the amount of
the underpayment, or if the adjustment
is reported on a Form 2504 or Form
2504—WC. See paragraph (b)(4) of this
section. * * *

(4) Additional Medicare Tax. If an
employer files a return on which FICA
tax or RRTA tax is required to be
reported, and reports on the return less
than the correct amount of Additional
Medicare Tax required to be withheld
with respect to a payment of wages or
compensation, and if the employer
ascertains the error after filing the
return, the employer shall correct the
error through an interest-free adjustment
as provided in this section. An
adjustment of Additional Medicare Tax
may only be reported pursuant to this
paragraph (b)(4) if the error is
ascertained within the same calendar
year that the wages or compensation
were paid to the employee, unless the
underpayment is attributable to an
administrative error (that is, an error
involving the inaccurate reporting of the
amount actually withheld), section 3509
applies to determine the amount of the
underpayment, or the adjustment is
reported on a Form 2504 or Form 2504—
WC. The employer shall adjust the
underpayment of Additional Medicare
Tax by reporting the additional amount
due on an adjusted return for the return
period in which the wages or
compensation were paid, accompanied
by a detailed explanation of the amount
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being reported on the adjusted return
and any other information as may be
required by this section and by the
instructions relating to the adjusted
return. The reporting of the
underpayment on an adjusted return
constitutes an adjustment within the
meaning of this section only if the
adjusted return is filed within the
period of limitations for assessment for
the return period being corrected, and
by the due date for filing the return for
the return period in which the error is
ascertained. For purposes of the
preceding sentence, the due date for
filing the adjusted return is determined
by reference to the return being
corrected, without regard to the
employer’s current filing requirements.
For example, an employer with a
current annual filing requirement who
is correcting an error on a previously
filed quarterly return must file the
adjusted return by the due date for filing
a quarterly return for the quarter in
which the error is ascertained. The
amount of the underpayment adjusted
in accordance with this section must be
paid to the IRS by the time the adjusted
return is filed. If an adjustment is
reported pursuant to this section, but
the amount of the adjustment is not paid
when due, interest accrues from that
date (see section 6601).

* * * * *

(d)* * *
(1) * * *If an employer collects less
than the correct amount of employee
FICA or RRTA tax from an employee
with respect to a payment of wages or
compensation, the employer must
collect the amount of the
undercollection by deducting the
amount from remuneration of the
employee, if any, paid after the
employer ascertains the error. If an
employer collects less than the correct
amount of Additional Medicare Tax
required to be withheld under section
3101(b)(2) or section 3201(a), the
employer must collect the amount of the
undercollection on or before the last day
of the calendar year by deducting the
amount from remuneration of the
employee, if any, paid after the
employer ascertains the error. Such
deductions may be made even though
the remuneration, for any reason, does
not constitute wages or compensation.
The correct amount of employee tax
must be reported and paid, as provided
in paragraph (b) of this section, whether
or not the undercollection is corrected
by a deduction made as prescribed in
this paragraph (d)(1), and even if the
deduction is made after the return on
which the employee tax must be
reported is due. If such a deduction is

not made, the obligation of the
employee to the employer with respect
to the undercollection is a matter for
settlement between the employee and
the employer. If an employer makes an
erroneous collection of employee tax
from two or more of its employees, a
separate settlement must be made with
respect to each employee. An
overcollection of employee tax from one
employee may not be used to offset an
undercollection of such tax from
another employee. For provisions
relating to the employer’s liability for
the tax, whether or not it collects the tax
from the employee, see §§ 31.3102—1(d),
31.3102—4(c), and 31.3202—1. This
paragraph (d)(1) does not apply if
section 3509 applies to determine the
employer’s liability.

(e) Effective/applicability date.
Paragraphs (b) and (d) of this section
apply to adjusted returns filed on or
after November 29, 2013.

m Par. 11. Section 31.6402(a)-2 is
amended by:
m 1. Revising paragraph (a)(1)(i) and the
first sentence in paragraph (a)(1)(ii).
m 2. Redesignating paragraphs (a)(1)(iii)
through (vi), as paragraphs (a)(1)(iv)
through (vii), respectively.
m 3. Revising newly-redesignated
paragraphs (a)(1)(iv) and (a)(1)(v).
m 4. Adding new paragraph (a)(1)(iii).
m 5. Revising paragraph (b).
m 6. Adding paragraph (c).

The revisions and additions read as
follows:

§31.6402(a)-2 Credit or refund of tax
under Federal Insurance Contributions Act
or Railroad Retirement Tax Act.

(a] * * %

(1) * % %

(i) Except as provided in paragraph
(a)(1)(iii) of this section, any person may
file a claim for credit or refund for an
overpayment (except to the extent that
the overpayment must be credited
pursuant to § 31.3503-1) if the person
paid to the Internal Revenue Service
(IRS) more than the correct amount of
employee Federal Insurance
Contributions Act (FICA) tax under
section 3101 or employer FICA tax
under section 3111, employee Railroad
Retirement Tax Act (RRTA) tax under
section 3201, employee representative
RRTA tax under section 3211, or
employer RRTA tax under section 3221,
or interest, addition to the tax,
additional amount, or penalty with
respect to any such tax.

(ii) Except as provided in paragraph
(a)(1)(iii) of this section, the claim for
credit or refund must be made in the
manner and subject to the conditions
stated in this section. * * *

(iii) Additional Medicare Tax. No
refund or credit to the employer will be
allowed for the amount of any
overpayment of Additional Medicare
Tax imposed under section 3101(b)(2) or
section 3201(a) (as calculated under
section 3101(b)(2)), which the employer
deducted or withheld from an
employee.

(iv) For adjustments without interest
of overpayments of FICA or RRTA taxes,
including Additional Medicare Tax, see
§ 31.6413(a)-2.

(v) For corrections of FICA and RRTA
tax paid under the wrong chapter, see
§ 31.6205-1(b)(2)(ii) and (b)(2)(iii) and
§31.3503-1.

* * * * *

(b) Claim by employee—(1) In general.
Except as provided in (b)(3) of this
section, if more than the correct amount
of employee tax under section 3101 or
section 3201 is collected by an employer
from an employee and paid to the IRS,
the employee may file a claim for refund
of the overpayment if—

(i) The employee does not receive
repayment or reimbursement in any
manner from the employer and does not
authorize the employer to file a claim
and receive refund or credit,

(ii) The overcollection cannot be
corrected under §31.3503—1, and

(iii) In the case of overpaid employee
social security tax due to having
received wages or compensation from
multiple employers, the employee has
not taken the overcollection into
account in claiming a credit against, or
refund of, his or her income tax, or if so,
such claim has been rejected. See
§31.6413(c)-1.

(2) Statements supporting employee’s
claim. (i) Except as provided in (b)(3) of
this section, each employee who makes
a claim under paragraph (b)(1) of this
section shall submit with such claim a
statement setting forth (a) the extent, if
any, to which the employer has repaid
or reimbursed the employee in any
manner for the overcollection, and (b)
the amount, if any, of credit or refund
of such overpayment claimed by the
employer or authorized by the employee
to be claimed by the employer. The
employee shall obtain such statement, if
possible, from the employer, who
should include in such statement the
fact that it is made in support of a claim
against the United States to be filed by
the employee for refund of employee tax
paid by such employer to the IRS. If the
employer’s statement is not submitted
with the claim, the employee shall make
the statement to the best of his or her
knowledge and belief, and shall include
therein an explanation of his or her
inability to obtain the statement from
the employer.



Federal Register/Vol. 78, No. 230/ Friday, November 29, 2013 /Rules and Regulations

71475

(ii) Except as provided in paragraph
(b)(3) of this section, each individual
who makes a claim under paragraph
(b)(1) of this section also shall submit
with such claim a statement setting
forth whether the individual has taken
the amount of the overcollection into
account in claiming a credit against, or
refund of, his or her income tax, and the
amount, if any, so claimed (see
§31.6413(c)-1).

(3) Additional Medicare Tax. (i) If
more than the correct amount of
Additional Medicare Tax under section
3101(b)(2) or section 3201(a) (as
calculated under section 3101(b)(2)), is
collected by an employer from an
employee and paid to the IRS, the
employee may file a claim for refund of
the overpayment and receive a refund or
credit if the overcollection cannot be
corrected under § 31.3503—1 and if the
employee has not received repayment or
reimbursement from the employer in the
context of an interest-free adjustment.
The claim for refund shall be made on
Form 1040, “U.S. Individual Income
Tax Return,” by taking the
overcollection into account in claiming
a credit against, or refund of, tax. The
form to be used by residents of the U.S.
Virgin Islands, Guam, American Samoa,
or the Northern Mariana Islands is Form
1040-SS, “U.S. Self-Employment Tax
Return (Including Additional Child Tax
Credit for Bona Fide Residents of Puerto
Rico).” The form to be used by residents
of Puerto Rico is either Form 1040-SS
or Form 1040-PR, “Planilla para la
Declaracion de la Contribucién Federal
sobre el Trabajo por Cuenta Propia
(Incluyendo el Crédito Tributario
Adicional por Hijos para Residentes
Bona Fide de Puerto Rico).” The
employee may not authorize the
employer to claim the credit or refund
for the employee. See § 31.6402(a)-
2(a)(1)(iii).

(ii) In the case of an overpayment of
Additional Medicare Tax under section
3101(b)(2) or section 3201(a) for a
taxable year of an individual for which
a Form 1040 (or other applicable return
in the Form 1040 series) has been filed,
a claim for refund shall be made by the
individual on Form 1040X, ‘“Amended
U.S. Individual Income Tax Return.”

(c) Effective/applicability date. This
section applies to claims for refund filed
on or after November 29, 2013.

m Par. 12. Section 31.6413(a)-1 is
amended by:

m 1. Revising the first sentence in
paragraph (a)(2)(i).

m 2. Redesignating paragraphs (a)(2)(ii)
through (vii) as paragraphs (a)(2)(iii)
through (viii), respectively.

m 3. Revising newly-designated
paragraph (a)(2)(viii).
m 3. Adding paragraph (a)(2)(ii).
m 4. Adding a sentence after the first
sentence in newly-redesignated
paragraph (a)(2)(iv).
m 5. Adding a sentence at the end of
newly-redesignated paragraph (a)(2)(v).
m 6. Adding paragraph (c).

The revisions and additions read as
follows:

§31.6413(a)-1 Repayment or
reimbursement by employer of tax
erroneously collected from employee.

(a] * % %

(2) * * * (i) Except as provided in
paragraph (a)(2)(ii) of this section, if an
employer files a return for a return
period on which FICA tax or RRTA tax
is reported, collects from an employee
and pays to the IRS more than the
correct amount of the employee FICA or
RRTA tax, and if the employer
ascertains the error after filing the return
and within the applicable period of
limitations on credit or refund, the
employer shall repay or reimburse the
employee in the amount of the
overcollection prior to the expiration of
such limitations period. * * *

(ii) If an employer files a return for a
return period on which Additional
Medicare Tax under section 3101(b)(2)
or section 3201(a) is reported, collects
from an employee and pays to the IRS
more than the correct amount of
Additional Medicare Tax required to be
withheld from wages or compensation,
and if the employer ascertains the error
after filing the return but before the end
of the calendar year in which the wages
or compensation were paid, the
employer shall repay or reimburse the
employee in the amount of the
overcollection prior to the end of the
calendar year. However, this paragraph
does not apply to the extent that, after
reasonable efforts, the employer cannot

locate the employee.
* * * * *

(iv) * * * However, for purposes of
overcollected Additional Medicare Tax
under section 3101(b)(2) or section
3201(a), the employer shall reimburse
the employee by applying the amount of
the overcollection against the employee
FICA or RRTA tax which attaches to
wages or compensation paid by the
employer to the employee in the
calendar year in which the
overcollection is made. * * *

(v) * * * This paragraph (a)(2)(v)
does not apply for purposes of
overcollected Additional Medicare Tax
under section 3101(b)(2) or section
3201(a) which must be repaid or
reimbursed to the employee in the

calendar year in which the
overcollection is made.
* * * * *

(viii) For corrections of FICA and
RRTA tax paid under the wrong chapter,
see §31.6205-1(b)(2)(ii) and (iii) and
§31.3503-1.

* * * * *

(c) Effective/applicability date.
Paragraph (a) of this section applies to
adjusted returns filed on or after
November 29, 2013.

m Par. 13. Section 31.6413(a)-2 is
amended by:
m 1. Adding a sentence after the first
sentence in paragraph (a)(1).
m 2. Adding a sentence after the second
sentence in paragraph (b)(2)(i).
m 3. Adding paragraph (e).

The additions read as follows:

§31.6413(a)-2 Adjustments of
overpayments.

(a) * * %

(1) * * * However, this section only
applies to overcollected or overpaid
Additional Medicare Tax under section
3101(b)(2) or section 3201(a) if the
employer has repaid or reimbursed the
amount of the overcollection of such tax
to the employee in the year in which the
overcollection was made. * * *

* * * * *

(b) * ok %

(2) * x %

(i) * * * However, for purposes of
Additional Medicare Tax under section
3101(b)(2) or section 3201(a), if the
amount of the overcollection is not
repaid or reimbursed to the employee
under § 31.6413(a)-1(a)(2)(ii), there is
no overpayment to be adjusted under
this section and the employer may only
adjust an overpayment of such tax
attributable to an administrative error,
that is, an error involving the inaccurate
reporting of the amount withheld,

pursuant to this section. * * *
* * * * *

(e) Effective/applicability date.
Paragraphs (a) and (b) of this section
apply to adjusted returns filed on or
after November 29, 2013. Taxpayers
may rely on the rules contained in the
proposed regulations for adjusted
returns filed before November 29, 2013.

John Dalrymple,

Deputy Commissioner for Services and
Enforcement.

Approved: November 18, 2013.
Mark J. Mazur,
Assistant Secretary of the Treasury.
[FR Doc. 2013-28411 Filed 11-26-13; 4:15 pm]
BILLING CODE 4830-01-P
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DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Part 31
[TD 9646]
RIN 1545-BL93

Authority for Voluntary Withholding on
Other Payments

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Temporary regulations.

SUMMARY: This document contains
temporary regulations under the
Internal Revenue Code (Code) relating to
voluntary withholding agreements. The
regulations allow the Secretary to issue
guidance in the Internal Revenue
Bulletin to describe payments for which
the Secretary finds that income tax
withholding under a voluntary
withholding agreement would be
appropriate. The text of these temporary
regulations also serves as the text of the
proposed regulations set forth in the
notice of proposed rulemaking on this
subject in the Proposed Rules section in
this issue of the Federal Register. These
temporary regulations affect persons
making and persons receiving payments
for which the IRS issues subsequent
guidance authorizing the parties to enter
into voluntary withholding agreements.
DATES: Effective Date: These regulations
are effective on November 27, 2013.
Applicability date: For date of
applicability, see § 31.3402(p)-1T(d).
FOR FURTHER INFORMATION CONTACT:
Linda L. Conway-Hataloski at (202)
317—-6798 (not a toll-free number).
SUPPLEMENTARY INFORMATION:

Background

Section 3402(p) allows for voluntary
income tax withholding agreements.
Section 3402(p)(3) authorizes the
Secretary to provide regulations for
withholding from (A) remuneration for
services performed by an employee for
the employee’s employer which does
not constitute wages, and (B) from any
other payment with respect to which the
Secretary finds that withholding would
be appropriate, if the employer and
employee, or the person making and the
person receiving such other type of
payment, agree to such withholding.
Section 3402(p)(3) also authorizes the
Secretary to prescribe in regulations the
form and manner of such agreement.
Section 31.3402(p)-1 of the
Employment Tax Regulations describes
how an employer and an employee may
enter into an income tax withholding
agreement under section 3402(p) for

amounts that are excepted from the
definition of wages in section 3401(a).

Explanation of Provisions

These temporary regulations under
section 31.3402(p)-1T allow the
Secretary to describe other payments
subject to voluntary withholding
agreements in guidance to be published
in the Internal Revenue Bulletin (IRB).
The temporary regulations also provide
that the IRB guidance will set forth
requirements regarding the form and
duration of the voluntary withholding
agreement specific to the type of
payment from which withholding is
authorized.

Expanding the use of voluntary
withholding agreements to payments
designated by the Secretary as eligible
for voluntary withholding will permit
taxpayers to use the withholding regime
(rather than the estimated tax payment
process) to meet their tax payment
obligations on a timely basis, minimize
the risk of underpayment of taxes, and
achieve administrative simplification
for taxpayers and the IRS.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in
Executive Order 12866, as
supplemented by Executive Order
13563. Therefore, a regulatory
assessment is not required. It also has
been determined that section 553(b) of
the Administrative Procedure Act (5
U.S.C. chapter 5) does not apply to these
regulations. For the applicability of the
Regulatory Flexibility Act (5 U.S.C.
chapter 6), refer to the cross-reference
notice of proposed rulemaking
published elsewhere in this Federal
Register. Pursuant to section 7805(f) of
the Code, these regulations have been
submitted to the Chief Counsel for
Advocacy of the Small Business
Administration for comment on their
impact on small business.

Drafting Information

The principal author of these
regulations is Linda L. Conway-
Hataloski, Office of Associate Chief
Counsel (Tax Exempt and Government
Entities). However, other personnel
from the IRS and Treasury Department
participated in their development.

List of Subjects in 26 CFR Part 31

Employment taxes, Income taxes,
Penalties, Pensions, Railroad retirement,
Reporting and recordkeeping
requirements, Social Security,
Unemployment compensation.

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR Part 31 is
amended as follows:

PART 31—EMPLOYMENT TAXES AND
COLLECTION OF INCOME TAX AT
SOURCE

m Paragraph 1. The authority citation
for part 31 continues to read in part as
follows:

Authority: 26 U.S.C. 7805 * * *

m Par. 2. § 31.3402(p)-1T is added to
read as follows:

§31.3402(p)-1T Voluntary Withholding
Agreements (temporary).

(a)—(b) [Reserved] For further
guidance, see § 31.3402(p)-1(a) and (b).

(c) Other payments. Tlg)e Secretary
may issue guidance by publication in
the Internal Revenue Bulletin (IRB)
(which will be available at
www.IRS.gov) describing other
payments for which withholding under
a voluntary withholding agreement
would be appropriate and authorizing
payors to agree to withhold income tax
on such payments if requested by the
payee. Requirements regarding the form
and duration of voluntary withholding
agreements authorized by this paragraph
(c) will be provided in the IRB guidance
issued regarding specific types of
payments.

(d) Effective/applicability date. (1)
This section applies on and after
November 27, 2013.

(2) The applicability of this section
expires on November 25, 2016.

John Dalrymple,
Deputy Commissioner for Services and
Enforcement.

Approved: November 21, 2013.
Mark J. Mazur,
Assistant Secretary of the Treasury (Tax
Policy).
[FR Doc. 2013—-28526 Filed 11-27-13; 8:45 am]
BILLING CODE 4830-01-P

DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Parts 57 and 602
[TD 9643]
RIN 1545-BL20

Health Insurance Providers Fee

AGENCY: Internal Revenue Service (IRS),
Treasury.
ACTION: Final regulations.

SUMMARY: This document contains final
regulations relating to the annual fee
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imposed on covered entities engaged in
the business of providing health
insurance for United States health risks.
This fee is imposed by section 9010 of
the Patient Protection and Affordable
Care Act, as amended. The regulations
affect persons engaged in the business of
providing health insurance for United
States health risks.

DATES: Effective date: These regulations
are effective on November 29, 2013.

Applicability date: For dates of
applicability see §§57.10 and 57.6302—
1.

FOR FURTHER INFORMATION CONTACT:
Charles J. Langley, Jr. at (202) 317-6855
(not a toll-free number).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information
contained in these final regulations has
been reviewed and approved by the
Office of Management and Budget under
control number 1545-2249. The
collection of information in these final
regulations is in §57.2(e)(2)(i). The
information is required to be
maintained, in the case of a controlled
group, by the designated entity and each
member of the controlled group. An
agency may not conduct or sponsor, and
a person is not required to respond to,

a collection of information unless the
collection of information displays a
valid control number. Books or records
relating to a collection of information
must be retained as long as their
contents may become material in the
administration of any internal revenue
law. Generally, tax returns and tax
return information are confidential, as
required by section 6103.

Background

This document adds the Health
Insurance Providers Fee Regulations to
the Code of Federal Regulations (26 CFR
Part 57) under section 9010 of the
Patient Protection and Affordable Care
Act (PPACA), Public Law 111-148 (124
Stat. 119 (2010)), as amended by section
10905 of PPACA, and as further
amended by section 1406 of the Health
Care and Education Reconciliation Act
of 2010, Public Law 111-152 (124 Stat.
1029 (2010)) (collectively, the
Affordable Care Act or ACA). All
references in this preamble to section
9010 are references to the ACA. Section
9010 did not amend the Internal
Revenue Code (Code) but contains
cross-references to specified Code
sections.

A notice of proposed rulemaking
(REG-118315-12, 78 FR 14034) was
published in the Federal Register on
March 4, 2013 (the proposed

regulations). The Department of the
Treasury (Treasury Department) and the
IRS received over 80 written comments
from the public in response to the
proposed regulations. A public hearing
was held on June 21, 2013. After
considering the public written
comments and hearing testimony, the
proposed regulations are adopted as
final regulations by this Treasury
decision with certain changes as
described in this preamble.

Unless otherwise indicated, all other
references to subtitles, chapters,
subchapters, and sections in this
preamble are references to subtitles,
chapters, subchapters, and sections in
the Code and related regulations. All
references to “fee” in the final
regulations are references to the fee
imposed by section 9010.

Explanation of Provisions and
Summary of Comments

Covered Entities and Exclusions

In General

Section 9010(a) imposes an annual
fee, beginning in 2014, on each covered
entity engaged in the business of
providing health insurance. Section
9010(c) provides that a covered entity is
any entity that provides health
insurance for any United States health
risk during each year, subject to certain
exclusions. The proposed regulations
defined the term covered entity
generally to mean any entity with net
premiums written for United States
health risks during the fee year that is:
(1) a health insurance issuer within the
meaning of section 9832(b)(2); (2) a
health maintenance organization within
the meaning of section 9832(b)(3); (3) an
insurance company subject to tax under
part I or II of subchapter L, or that
would be subject to tax under part I or
IT of subchapter L but for the entity
being exempt from tax under section
501(a); (4) an entity that provides health
insurance under Medicare Advantage,
Medicare Part D, or Medicaid; or (5) a
non-fully insured multiple employer
welfare arrangement (MEWA).

With respect to the first category of
covered entity, the proposed regulations
provided that a health insurance issuer
within the meaning of section 9832(b)(2)
means an insurance company, insurance
service, or insurance organization that is
required to be licensed to engage in the
business of insurance in a State and that
is subject to State law that regulates
insurance. A commenter suggested that
the final regulations eliminate any State
licensing requirement for a covered
entity because an entity may provide
health insurance for a United States
health risk and not be licensed. The

final regulations do not adopt this
suggestion. The final regulations modify
this category of covered entity to more
closely align with section 9832(b)(2),
which provides that a health insurance
issuer must be licensed to engage in the
business of insurance in a State and not
merely required to be licensed as stated
in the proposed regulations. A health
insurance issuer within the meaning of
section 9832(b)(2) cannot lawfully
engage in the business of selling
insurance in a State unless it is licensed
to engage in the business of insurance
in that State.

Notwithstanding this licensing
limitation for the first category of
covered entity, the term covered entity
is not limited to an entity that is a health
insurance issuer within the meaning of
section 9832(b)(2). An insurance
company subject to tax under
subchapter L, an entity providing health
insurance under Medicare Advantage,
Medicare Part D, or Medicaid, or a
MEWA may also be a covered entity
under these regulations, whether or not
that entity is licensed to engage in the
business of insurance in a State.

Multiple Employer Welfare
Arrangements (MEWAs)

The proposed regulations provided
that the term covered entity includes a
MEWA within the meaning of section
3(40) of the Employee Retirement
Income Security Act of 1974 (29 U.S.C.
chapter 18) (ERISA), to the extent that
the MEWA is not a fully-insured
MEWA, regardless of whether the
MEWA is subject to regulation under
State insurance law. In the case of a
fully-insured MEWA, the MEWA is not
a covered entity because, even though
the MEWA receives premiums, it
applies those premiums to pay an
insurance company to provide the
coverage it purchases. If the MEWA is
not fully insured, however, the MEWA
is a covered entity to the extent that it
uses the premiums it receives to provide
the health coverage rather than to pay
an insurance company to provide the
coverage.

Commenters suggested that a MEWA
not be treated as a covered entity,
stating that Federal and State law do not
support the interpretation that a MEWA
offers “insurance.” Commenters also
stated that an employer who
participates in a non-fully insured
MEWA should be treated the same as an
employer who offers a self-insured plan.
The final regulations do not adopt these
suggestions. By participating in a non-
fully insured MEWA, a participating
employer generally is pooling its health
insurance risks, transferring those risks
to the MEWA, or both, similar to the
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way an employer pools and transfers
those risks by purchasing a group
insurance policy from an insurance
company. In a non-fully insured
MEWA, the responsibility for a claim
that a participant makes against it lies
with the MEWA, and possibly with all
of the contributing employers.
Therefore, a MEWA is different from a
self-insured plan in which
responsibility for a participant’s claim
lies solely with the claimant’s employer.

Moreover, section 514(b)(6) of ERISA
provides that a MEWA is subject to
State insurance law and regulation as an
insurance provider, unlike non-MEWA
ERISA-covered employee benefit plans
which are not subject to State insurance
law and regulation due to Federal
preemption. For example, a non-fully
insured multiemployer plan, defined
under section 3(37) of ERISA, generally
would not be subject to State insurance
law, whereas an ERISA-covered MEWA,
within the meaning of section 3(40) of
ERISA, that is not fully insured (as
defined in section 514(b)(6)(D) of
ERISA) generally would be subject to
State insurance law.

The Joint Committee on Taxation
General Explanation also indicates that
a MEWA is intended to be a covered
entity under section 9010: ““A covered
entity does not include an organization
that qualifies as a VEBA [voluntary
employees’ beneficiary association]
under section 501(c)(9) that is
established by an entity other than the
employer (i.e., a union) for the purpose
of providing health care benefits. This
exclusion does not apply to multi-
employer [sic] welfare arrangements
(‘MEWAS’).”” See General Explanation of
Tax Legislation Enacted by the 111th
Congress, JCS-2-11 (March 2011) (JCT
General Explanation) at 330.

For these reasons, the Treasury
Department and the IRS have concluded
that a MEWA within the meaning of
section 3(40) of ERISA is an entity that
provides health insurance for purposes
of section 9010 to the extent that the
MEWA is not a fully-insured MEWA
and regardless of whether the MEWA is
subject to regulation under State
insurance law. In addition, such a
MEWA is not eligible for the exception
from the fee under section 9010(c)(2)(A)
for self-insured employers.

The proposed regulations excluded a
MEWA that is exempt from Department
of Labor (DOL) reporting requirements
under 29 CFR 2520.101-2(c)(2)(ii)(B).
This section of the DOL regulations
generally excludes a MEWA that
provides coverage to the employees of
two or more employers due to a change
in control of businesses (such as a
merger or acquisition) that occurs for a

purpose other than to avoid the
reporting requirements and does not
extend beyond a limited time. A
commenter suggested that the final
regulations also exclude a MEWA that is
exempt from reporting under 29 CFR
2520.101-2(c)(2)(ii)(A), which generally
applies to an entity that would not be

a MEWA but for the fact that it provides
coverage to two or more trades or
businesses that share a common control
interest of at least 25 percent (applying
principles similar to the principles of
section 414(c)) at any time during the
plan year. The commenter also
suggested that the final regulations
exclude a MEWA that is exempt from
reporting under 29 CFR 2520.101—
2(c)(2)(ii)(C), which generally applies to
an entity that would not be a MEWA but
for the fact that it provides coverage to
persons who are not employees or
former employees of the plan sponsor
(such as non-employee members of the
board of directors or independent
contractors), if coverage of such persons
does not exceed one percent of the total
number of employees or former
employees covered by the arrangement,
determined as of the last day of the year
to be reported, or determined as of the
60th day following the date the MEWA
began operating in a manner such that

a filing is required pursuant to 29 CFR
2520.101-2(e)(2) or (3).

The final regulations adopt these
suggestions and follow the DOL rules
excepting these entities from the DOL
reporting requirements under 29 CFR
2520.101-2 governing MEWAs. The
reasons supporting the DOL’s filing
exemption also justify exempting these
arrangements from section 9010 as more
akin to health coverage provided by a
self-insured employer. Similar to the
filing exemption for certain temporary
MEWAs, these two filing exemptions
are intended to address situations in
which the status as a MEWA derives not
from the design of the arrangement but
instead from the limited participation
by individuals who are not the
employees of a single employer or from
a desire to have a single plan for entities
sharing substantial common ownership
(though not sufficient to be treated as a
single employer under the controlled
group rules). Accordingly, a MEWA will
not be considered a covered entity if it
satisfies the requirements of 29 CFR
2520.101-2(c)(2)(ii)(A), (B), or (C) for
the plan year ending with or within the
section 9010 data year.

The proposed regulations provided
that, solely for purposes of section 9010,
an Entity Claiming Exception (ECE)? is

1 An ECE is defined in 29 CFR 2520.101-2(b) as
an entity that claims it is not a MEWA on the basis

subject to the same regime addressing
MEWAs. Commenters requested that an
ECE not categorically be treated as a
MEWA for purposes of section 9010.
Commenters pointed out that some
ECEs are multiemployer plans and
coverage during the period of their
status as an ECE would not be
consistent with this status. In addition,
as a practical matter, an entity’s status
as an ECE is only relevant for reporting
during a limited period of time. For
these reasons, the final regulations
adopt this suggestion so that whether an
entity is or is not an ECE is not relevant
to whether the entity is subject to
section 9010.

Voluntary Employees’ Beneficiary
Associations (VEBAs)

In accordance with section
9010(c)(2)(D), the proposed regulations
explicitly excluded any VEBA that is
established by an entity other than an
employer or employers for the purpose
of providing health care benefits.
Further, the preamble to the proposed
regulations stated that, if an employer
provides self-insured employee health
benefits through a VEBA, the VEBA is
not a covered entity because the
exclusion for employers with self-
insured arrangements under section
9010(c)(2)(A) applies. The preamble also
stated that, if a VEBA purchases health
insurance to cover the beneficiaries of
the VEBA, the VEBA is not a covered
entity because the issuer providing the
health insurance that the VEBA
purchases is the covered entity subject
to the fee rather than the VEBA. The
preamble stated that the Treasury
Department and the IRS were not aware
of any VEBAs that would be covered
entities under the proposed regulations
and invited comments on the types of
VEBAs, if any, that do not fall within
the exclusions and therefore would be
covered entities.

A commenter requested that the final
regulations clarify that a VEBA
established by a union qualifies for the
section 9010(c)(2)(D) exclusion.
Commenters also asked for clarification
that the section 9010(c)(2)(D) exclusion
applies to any VEBA established by a
joint board of trustees in the case of a
multiemployer plan within the meaning
of section 3(37) of ERISA. The final

that the entity is established or maintained
pursuant to one or more agreements that the
Secretary of Labor finds to be collective bargaining
agreements within the meaning of section
3(40)(A)(i) of ERISA and 29 CFR 2510.3—-40. We also
note that ERISA section 501(b) imposes criminal
penalties on any person who is convicted of
violating the prohibition in ERISA section 519
against making false statements or representations
of fact in connection with the marketing or sale of
a MEWA.
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regulations adopt these suggestions with
respect to plans established by unions
and joint boards of trustees because the
union or joint board of trustees is an
entity other than the employer or
employers. Thus, in the case of a
multiemployer plan that maintains a
VEBA, neither the plan nor the VEBA is
a covered entity.

Commenters also requested that the
final regulations clarify the application
of the section 9010(c)(2)(D) exclusion to
a VEBA that is part of a single-employer
plan established pursuant to a collective
bargaining agreement and having a joint
board of trustees. As in the case of a
multiemployer plan, a VEBA that is, for
example, part of a single-employer plan
established by a joint board of trustees
pursuant to section 302(c)(5) of the
Labor Management Relations Act of
1947, is considered to be established by
an entity other than the employer or
employers and so is eligible for the
section 9010(c)(2)(D) exclusion.

The preamble to the proposed
regulations stated that, if a MEWA
provides health benefits through a
VEBA, the VEBA is not a covered entity.
A commenter asked whether the section
9010(c)(2)(D) exclusion applies to a non-
fully insured MEWA that is also a
VEBA. The section 9010(c)(2)(D)
exclusion does not apply to an entity
that is both a non-fully insured MEWA
and a VEBA because, for section 9010
purposes, the entity has been
established by the employers whose
employees participate in the MEWA,
and the section 9010(c)(2)(D) exclusion
does not apply to an employer-
established VEBA. Additionally, the
entity does not qualify as a self-insured
arrangement that is eligible for the
exclusion for self-insured employers
under section 9010(c)(2)(A) because, as
previously described in the section of
this preamble titled “Multiple Employer
Welfare Arrangements (MEWAs),” a
non-fully insured MEWA is not a self-
insured employer. Accordingly, a
MEWA that is also a VEBA is a covered
entity.

Section 9010(c)(2)(C) Exclusion

In accordance with section
9010(c)(2)(C)(i)-(iii), the proposed
regulations excluded any entity (i) that
is incorporated as a nonprofit
corporation under State law; (ii) no part
of the net earnings of which inures to
the benefit of any private shareholder or
individual, no substantial part of the
activities of which is carrying on
propaganda, or otherwise attempting to,
influence legislation (except as provided
in section 501(h)), and that does not
participate in, or intervene in (including
the publishing or distributing of

statements), any political campaign on
behalf of (or in opposition to) any
candidate for public office; and (iii) that
receives more than 80 percent of its
gross revenues from government
programs that target low-income,
elderly, or disabled populations under
titles XVIII, XIX, and XXI of the Social
Security Act (which include Medicare,
Medicaid, the Children’s Health
Insurance Plan (CHIP), and dual eligible
plans).

Commenters suggested that the final
regulations exclude a for-profit entity
that meets the section 9010(c)(2)(C)(ii)
and (iii) requirements. According to the
commenters, imposing the fee on these
for-profit entities will effectively reduce
benefits provided under Medicare and
Medicaid, require the entities to pass
the cost of the fee back to the
government, and competitively
disadvantage these entities in favor of
excluded nonprofit corporations.
Another commenter suggested that the
final regulations permit an entity that is
treated as a nonprofit entity under State
law to satisfy the section 9010(c)(2)(C)(i)
requirement even if it is not
incorporated as a nonprofit corporation.
Commenters also suggested that the
final regulations exclude an entity that
meets the section 9010(c)(2)(C)(i) and
(ii) requirements and that targets low-
income, elderly, or disabled populations
described in section 9010(c)(2)(C)(iii),
but whose income is not derived from
title XVIII, XIX, or XXI programs, but
rather from similar types of programs
that do not come under those titles. The
final regulations do not adopt these
suggested changes. The statutory
language sets forth specific
requirements for an entity to qualify for
the exception, including that the entity
be a nonprofit corporation and that the
entity receive the required portion of its
gross income from the enumerated
Federal government programs.

Commenters suggested that the final
regulations interpret the requirement set
forth in section 9010(c)(2)(C)(iii), that
the entity receive more than 80 percent
of its gross revenues from enumerated
Federal government programs to qualify
for that exception, to apply only to
revenues that relate to net premiums
written. Because gross revenues include
all revenues of the covered entity
without taking into account their
source, the final regulations do not
adopt this suggestion.

As explained in the preamble to the
proposed regulations, an entity is not
required to be exempt from tax under
section 501(a) to qualify for the section
9010(c)(2)(C) exclusion. However,
because the provisions of section
9010(c)(2)(C)(ii) relating to private

inurement, lobbying, and political
campaign activity are the same as those
provisions applicable to organizations
described in section 501(c)(3), for
purposes of applying these
requirements, the proposed regulations
adopted the standards set forth under
section 501(c)(3) and the related
regulations. Commenters generally
agreed with this approach, which is
adopted in the final regulations.

One commenter suggested that the
final regulations incorporate a ‘‘safe
harbor” under which a transaction will
not violate the private inurement
prohibition under section
9010(c)(2)(C)(ii) if either the transaction
complies with applicable State
insurance laws governing the
reasonableness of transactions between
a health insurance provider and its
affiliates or the transaction is approved
in accordance with certain procedures
set forth in the regulations under section
4958 (relating to taxes on excess benefit
transactions). The final regulations do
not adopt this suggestion. The private
inurement prohibition under section
501(c)(3) contains no exception for
transactions that comply with State
insurance laws or other applicable State
or Federal laws. Similarly, while most
situations that constitute inurement will
also violate the general rules of section
4958, the two standards are not the
same. See § 1.501(c)(3)-1(f)(2) of the
Income Tax Regulations and § 53.4958—
8(a) of the Foundation and Similar
Excise Tax Regulations.

Agencies and Instrumentalities as
Governmental Entities

Section 9010(c)(2)(B) excludes any
governmental entity from the definition
of covered entity. In defining the term
governmental entity, the proposed
regulations did not include
instrumentalities. The preamble to the
proposed regulations requested
comments on the types of
instrumentalities, if any, that would be
considered covered entities under the
general definition of covered entity and
the extent to which those entities would
qualify for other exclusions consistent
with the statute.

Commenters suggested that the final
regulations define governmental entity
to include an instrumentality, citing
statutory language that excludes “any”
governmental entity and arguing that, in
certain instances, an instrumentality
that provides health insurance performs
a governmental function and therefore
should be excluded. For those reasons,
the final regulations adopt this
suggestion and define governmental
entity to include any agency or
instrumentality of the United States, a
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State, a political subdivision of a State,
an Indian tribal government, or a
subdivision of an Indian tribal
government.

The final regulations also revise the
governmental entity definition to delete
the specific provision relating to any
public agency that is created by a State
or political subdivision thereof and
contracts with the State to administer
State Medicaid benefits through local
providers or health maintenance
organizations (HMOs). The Treasury
Department and the IRS intend that
such a public agency would qualify as
an agency or instrumentality of a State
or political subdivision thereof for
purposes of the governmental entity
definition. See JCT General Explanation
at 330.

Determinations of whether an entity is
an agency or instrumentality have
typically been analyzed on a facts and
circumstances basis. In determining
whether an entity is an agency or
instrumentality, courts have applied a
test similar to the six-factor test in
Revenue Ruling 57-128 (1957-1 CB
311), which generally provides guidance
on whether an entity is an
instrumentality for purposes of the
exemption from employment taxes
under sections 3121(b)(7) and
3306(c)(7). See, for example, Bernini v.
Federal Reserve Bank of St. Louis,
Eighth District, 420 F.Supp. 2d 1021
(E.D. Mo. 2005) and Rose v. Long Island
Railroad Pension Plan, 828 F.2d 910,
918 (2d Cir. 1987), cert. denied, 485 U.S.
936 (1988). For further background
information relating to agency or
instrumentality determinations, see the
“Background” section of the preamble
in the section 414(d) draft general
regulations in the Appendix to the
ANPRM (REG-157714-06) relating to
governmental plan determinations, 76
FR 69172 (November 8, 2011).

Applying principles similar to those
described in Revenue Ruling 57-128, in
determining whether an entity is an
agency or instrumentality for purposes
of section 9010, factors taken into
consideration include whether the
entity is used for a governmental
purpose and performs a governmental
function. The Treasury Department and
the IRS question whether providing
health insurance on a commercial
market in direct competition with non-
governmental commercial entities is a
governmental function, absent
particular circumstances. Accordingly,
an entity may jeopardize its status as an
agency or instrumentality if it engages
in the business of providing insurance
on the commercial market on a
continuing and regular basis.

Further, section 9010(i) authorizes the
IRS to prescribe such regulations as are
necessary or appropriate to prevent
avoidance of the purposes of section
9010, including inappropriate actions
taken to qualify as an excluded entity
under section 9010(c)(2). If the Treasury
Department and the IRS conclude that
agencies or instrumentalities have
entered the commercial market in
competition with commercial entities in
a manner that makes it inappropriate to
apply the governmental entity exclusion
under section 9010(c)(2)(B), the
Treasury Department and the IRS may
reconsider the exclusion of agencies and
instrumentalities and exercise the
authority under section 9010(i) to
address particular concerns in this area.

Educational Institutions

A commenter suggested that the final
regulations exclude educational
institutions from the definition of
covered entity. The final regulations do
not adopt this request. The statute does
not exclude educational institutions
from the definition of covered entity,
but as noted in the preamble to the
proposed regulations, other exceptions
may apply. For example, if an
educational institution uses the
premiums it receives from students to
purchase insurance from a separate,
unrelated issuer, the issuer, and not the
educational institution, will be the
covered entity for purposes of section
9010. If an educational institution
provides students with health coverage
through a self-insured arrangement, the
exclusion for self-insuring employers
does not apply because the institution is
not providing health coverage as an
employer. However, other exclusions
may apply. For example, the exclusion
for governmental entities applies if an
educational institution is a wholly-
owned instrumentality of a State. In
addition, although an educational
institution that is a covered entity must
report to the IRS its net premiums
written, it will not be subject to the fee
unless the institution (or its controlled
group that is treated as a single covered
entity) has net premiums written for
United States health risks of more than
$25 million pursuant to section
9010(b)(2)(A).

Other Entities

Commenters suggested that the final
regulations exclude certain section
501(c)(5) labor organizations that
provide health coverage under the
Federal Employees Health Benefit Plan
(FEHBP) on the basis that providing
health coverage is part of their exempt
function as a section 501(c)(5) entity.
The commenters asserted that, although

a section 501(c)(5) entity is not
organized as a VEBA, it operates like a
VEBA because of the various FEHBP
rules (including, for example, on use of
reserves) and therefore should be treated
as a VEBA for section 9010 purposes.
The final regulations do not adopt this
suggestion. Congress identified specific
exclusions from section 9010 and there
is no statutory exclusion for section
501(c)(5) entities.

Another commenter suggested that
the final regulations exclude high risk
pools under section 1101 of the ACA,
which will expire on December 31,
2013. Section 9010(c)(1) defines a
covered entity to mean any entity that
provides health insurance for a United
States health risk in the year that the fee
is due. The first year the fee is due is
2014. Therefore, for the first fee year, an
entity is not a covered entity unless it
provides health insurance for United
States health risks in 2014. Because high
risk pools will expire on December 31,
2013, they will not provide health
insurance in 2014 and will not be
covered entities. In the event a high risk
pool provides health insurance for
United States health risks in 2014, it
will be a covered entity if it does not
meet one of the exclusions described in
section 9010(c)(2).

A commenter requested that the final
regulations provide an exclusion for an
entity that is selling or otherwise failing
to continue the majority of its health
insurance business by December 31,
2013, but is contractually required to
provide some residual health insurance.
The entity’s fee liability for 2014 based
on the 2013 data year will be
significantly larger than the total
amount of net premiums written that
the entity will collect in 2014. The final
regulations do not adopt this request
because it is inconsistent with the
statute, which bases the fee liability on
net premiums written during the data
year.

The proposed regulations defined the
term covered entity to include an HMO,
as defined in section 9832(b)(3). A
commenter requested that the final
regulations exclude an HMO that is a
tax-exempt organization described in
section 501(c)(3) or (4) on the basis that
Congress did not intend to subject a tax-
exempt HMO to the fee. The final
regulations do not adopt this suggestion.
Section 9010(c)(2) describes the entities
that are excluded from the definition of
covered entity. While section
9010(c)(2)(D) excludes certain types of
VEBASs described in section 501(c)(9),
there is no similar exclusion for an
entity that qualifies as a tax-exempt
organization under either section
501(c)(3) or (4). However, such a tax-
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exempt organization would be eligible
for the partial exclusion under section
9010(b)(2)(B).

Disregarded Entities

Two commenters requested further
guidance on how to treat disregarded
entities for purposes of section 9010.
One commenter suggested that the final
regulations specifically state that the
general rules for disregarded entities
apply. A second commenter suggested
that, solely for section 9010 purposes, a
disregarded entity should always be
regarded as a corporation. The final
regulations do not adopt any special
entity classification rules. Thus, if a
covered entity is an eligible entity under
§301.7701-3(a) of the Procedure and
Administration Regulations, has a single
owner, and does not elect to be
classified as a corporation under
§301.7701-3(c), then the covered entity
is disregarded as an entity separate from
its owner and its activities are treated in
the same manner as a branch or division
of its owner pursuant to § 301.7701—
2(a). Additionally, although §301.7701—
2(c)(2)(v) treats a disregarded entity as a
corporation for certain enumerated
excise taxes, the fee under section 9010
is not among the enumerated excise
taxes. However, an insurance company
is a corporation under § 301.7701—
2(b)(4) and cannot be disregarded as an
entity separate from its owner. See also
Rev. Rul. 83-132 (1983-2 CB 270).
Under sections 816(a) and 831(c), a
company is an insurance company if
more than half of its business during the
taxable year is the issuing of insurance
or annuity contracts or the reinsuring of
risks underwritten by insurance
companies. Therefore, if the covered
entity is an insurance company under
sections 816(a) and 831(c), then it is a
corporation and cannot be disregarded
as an entity separate from its owner.

Controlled Groups

In accordance with section 9010(c)(3),
the proposed regulations treated a
controlled group as a single covered
entity, and defined a controlled group as
a group of two or more persons,
including at least one person that is a
covered entity, that are treated as a
single employer under section 52(a),
52(b), 414(m), or 414(0).

Section 52(a) and (b) provide rules
that treat all organizations that are
members of a controlled group as a
single entity. Generally, section 52(a)
provides that the term controlled group
of corporations has the meaning given
to such term by section 1563(a), except
that “more than 50 percent” is
substituted for “at least 80 percent”
each place it appears in section

1563(a)(1) and the determination is
made without regard to section
1563(a)(4) (relating to special rules for
certain insurance companies) and
1563(e)(3)(C) (relating to attribution
rules for ownership interest held under
a trust described in section 401(a) that
is exempt from tax under section 501).
Section 52(b) provides similar rules for
determining whether trades or
businesses (whether or not
incorporated) are under common
control. Section 414(m) requires that all
members of an affiliated service group
be treated as a single organization, and
section 414(o) provides authority for
additional rules that may be necessary
to prevent the avoidance of certain
requirements related to employee
benefits.

A commenter suggested that the final
regulations clarify the circumstances
under which nonprofit organizations are
included in controlled groups under
section 9010(c)(3). The Treasury
Department and the IRS are considering
whether further guidance is needed
under section 52(a) or (b) to address
either organizations exempt from tax
under section 501(a) or nonprofit
organizations that, although not exempt
from tax under section 501(a), do not
have members or shareholders that are
entitled to receive distributions of the
organization’s income or assets
(including upon dissolution) or that
otherwise retain equity interests similar
to those generally held by owners of for-
profit entities. Until further guidance is
issued, those two types of organizations
may either rely on a reasonable, good-
faith application of section 52(a) and (b)
(taking into account the reasons for
which the controlled group rules are
incorporated into section 9010) or apply
the rules set forth in § 1.414(c)-5(a)
through (d) (but substituting “more than
50 percent” in place of ““at least 80
percent” each place it appears in
§1.414(c)—(5).

Health Insurance

In General

Section 9010 does not define health
insurance, providing in section
9010(h)(3) only that health insurance
does not include coverage only for
accident, or disability income
insurance, or any combination thereof
as described in section 9832(c)(1)(A);
coverage only for a specified disease or
illness and hospital indemnity or other
fixed indemnity insurance as described
in section 9832(c)(3); insurance for long-
term care; or Medicare supplemental
health insurance (as defined in section
1882(g)(1) of the Social Security Act).
The proposed regulations generally

defined the term health insurance,
subject to certain exclusions, by
reference to section 9832(b)(1)(A) to
mean benefits consisting of medical care
(provided directly, through insurance or
reimbursement, or otherwise) under any
hospital or medical service policy or
certificate, hospital or medical service
plan contract, or HMO contract offered
by a health insurance issuer. The final
regulations clarify that these benefits
constitute health insurance when they
are offered by any type of covered
entity, and not solely by a health
insurance issuer within the meaning of
section 9832(b)(2).

Stop-Loss Coverage

Several comments requested that the
final regulations clarify the treatment of
stop-loss coverage. Employers that self-
insure their employees’ health benefits
frequently purchase stop-loss coverage
to mitigate risk. The stop-loss provider
assumes the risk of claims above a
certain agreed-upon threshold known as
the attachment point. Some commenters
suggested including stop-loss coverage
in the definition of health insurance for
purposes of section 9010, whereas other
commenters suggested excluding it. The
DOL, the Department of Health and
Human Services (HHS), and the
Treasury Department are concerned that
more employers in small group markets
with healthier employees may pursue
self-insured arrangements with stop-loss
arrangements that have low attachment
points as a functionally equivalent
alternative to an insured group health
plan. As a result, the three agencies
issued a Request for Information (RFI)
regarding such practices, with a focus
on the prevalence and consequences of
stop-loss coverage at low attachment
points. See 77 FR 25788 (May 1, 2012).
Because the scope of stop-loss coverage
that may constitute health insurance, if
any, has not been determined, the final
regulations do not expressly include
stop-loss coverage in the definition of
health insurance. Accordingly, section
9010 will not apply to stop-loss
coverage until such time and only to the
extent that future guidance addresses
the issue of whether, and if so under
what circumstances, stop-loss coverage
constitutes health insurance.

Limited Scope Dental and Vision
Benefits

The proposed regulations defined
health insurance to include limited
scope dental and vision benefits under
section 9832(c)(2)(A). Commenters
suggested revising the definition of
health insurance to exclude limited
scope dental and vision benefits
(sometimes referred to as stand-alone
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dental and vision benefits).
Alternatively, commenters suggested
including only those dental and vision
policies that can be offered on an
Exchange, such as pediatric dental
plans. The final regulations do not
adopt these suggestions. The JCT
General Explanation indicates that
dental and vision benefits are intended
to be included as health insurance for
purposes of section 9010 and the
comments received do not compel a
different conclusion. See JCT General
Explanation at 331. Accordingly, the
final regulations retain the rule in the
proposed regulations and provide that
limited scope dental and vision benefits,
including arrangements that may be
sold on an Exchange (for example,
pediatric dental coverage), are health
insurance for purposes of section 9010.

Coverage Funded by Targeted
Government Programs

Commenters suggested that the final
regulations exclude coverage funded by
government programs that target low-
income, elderly, or disabled populations
under titles XVIII, XIX, and XXI of the
Social Security Act (which include
Medicare, Medicaid, CHIP, and dual
eligible plans) from the definition of
health insurance or exclude revenues
received from these government
programs from net premiums written.
The final regulations do not adopt these
suggestions. A full exclusion for these
types of coverage or associated revenues
would not be consistent with section
9010. Section 9010(c)(2)(C) excludes a
limited subset of entities that provide
coverage funded by these governmental
programs, which indicates that entities
providing such coverage are otherwise
providing health insurance that is
subject to the fee. The JCT General
Explanation further indicates that
Medicare and Medicaid coverage is
health insurance that is subject to the
fee. Thus, an entity providing this type
of coverage is a covered entity unless it
qualifies for a statutory exclusion from
the definition of a covered entity, such
as the section 9010(c)(2)(C) exclusion.
See JCT General Explanation at 330 and
331.

Indemnity Reinsurance

The proposed regulations provided
that, solely for purposes of section 9010,
health insurance does not include
indemnity reinsurance, defined as an
agreement between two or more
insurance companies under which the
reinsuring company agrees to accept,
and to indemnify the issuing company
for, all or part of the risk of loss under
policies specified in the agreement and
the issuing company retains its liability

to, and its contractual relationship with,
the individuals whose health risks are
insured under the policies specified in
the agreement. A commenter suggested
that the final regulations clarify that the
definition of indemnity reinsurance
extends to reinsurance obtained by
HMGOs. The final regulations adopt this
suggestion and clarify that the issuer of
the policies specified in the indemnity
reinsurance agreement may be any
covered entity.

Commenters asked about the
treatment of a “carve-out” arrangement
or similar types of arrangement in
which one insurer accepts responsibility
for all or part of the health risk within
a defined category of medical benefits
that another insurer is obligated to
provide. For example, a full-service
insurer that includes dental benefits as
part of its health insurance plan may
contract with a dental insurer to provide
those benefits to plan members, but still
retain an exclusive contractual
relationship with plan members and
liability for benefits. The commenters
expressed concern that premiums
received by both the full-service insurer
and the secondary services insurer for
these benefits could be subject to the
fee. Although the final regulations do
not expressly address a carve-out
arrangement, the secondary services
insurer in such an arrangement is not
providing health insurance for purposes
of section 9010 to the extent the
arrangement meets the definition of
indemnity reinsurance.

Subcapitation

A commenter requested that the final
regulations clarify the treatment of a
subcapitation arrangement. Under a
typical subcapitation arrangement, a
Medicaid plan provider contracts with a
separate service provider to provide
certain services to the Medicaid plan
participants and share some of the
provider’s risk. A Medicaid plan
provider that enters into a subcapitation
arrangement remains fully liable on the
underlying plans, and any amounts paid
to compensate the service provider for
the subcapitation arrangement are not
considered premiums for State
regulatory purposes or reported as such.
Therefore, although the final regulations
do not directly address a subcapitation
arrangement, amounts paid to a service
provider under such an arrangement are
not included in net premiums written
for health insurance to the extent they
are not treated as premiums for State
regulatory and reporting purposes.

Employee Assistance Programs

Commenters requested that the final
regulations exclude benefits under an

employee assistance program (EAP)
from the definition of health insurance,
including an EAP that is treated as
insurance in California or Nevada.
Generally, an EAP does not exhibit the
risk pooling and risk transferring
characteristics of insurance, but certain
States regulate benefits under an EAP as
insurance in some situations. The
Treasury Department, DOL, and HHS
currently are considering guidance that
would treat benefits under an EAP as an
excepted benefit under section 9832(c)
(as well as corresponding provisions of
ERISA and the Public Health Service
Act (42 U.S.C. chapter 6A) (PHSA)), and
provided in Q&A 9 of Notice 2013-54
(2013-40 IRB 287; September 30, 2013)
that until that separate rulemaking is
finalized in other guidance, and through
at least 2014, a taxpayer may treat an
EAP that does not provide significant
benefits in the nature of medical care or
treatment as constituting excepted
benefits. Whether and under what
conditions an EAP provides health
insurance coverage has been a
longstanding issue that this other
guidance is intended to address by
defining an EAP and setting forth the
conditions under which the benefits
under an EAP will be treated as
excepted benefits.

Because the extent to which benefits
under an EAP may constitute health
insurance has not been determined, the
final regulations do not expressly define
health insurance to include benefits
under an EAP. If an EAP provides
significant benefits in the nature of
medical care or treatment, those benefits
would meet the definition of health
insurance for section 9010 purposes.
Otherwise, benefits under an EAP will
not be treated as health insurance for
section 9010 purposes until such time
and only to the extent that the Treasury
Department, DOL and HHS determine
such benefits do not qualify as an
excepted benefit.

Commenters also requested that the
final regulations exclude coverage under
a disease management program or a
wellness program from the definition of
health insurance. The final regulations
do not specifically address the treatment
of a stand-alone wellness plan or
disease management program. These
programs generally do not exhibit the
risk shifting and risk distribution
characteristics of insurance.
Additionally, a program of this type
may be contained within an EAP that
satisfies the standard in Q&A 9 of Notice
2013-54 for being an excepted benefit
(taking into account the benefits
provided under the programs in
determining whether the EAP provides
substantial benefits in the nature of
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medical treatment). For these reasons,
the final regulations do not expressly
define health insurance to include
coverage under a disease management
program or wellness program. If these
programs provide significant benefits in
the nature of medical care or treatment,
those benefits would meet the definition
of health insurance for section 9010
purposes. Otherwise, coverage under
these programs will not be treated as
health insurance for section 9010
purposes until such time and only to the
extent that the three agencies determine
these benefits do not qualify as an
excepted benefit.

Long-Term Care

The proposed regulations excluded
from the definition of health insurance
any benefits for long-term care, nursing
home care, home health care,
community-based care, or any
combination thereof, within the
meaning of section 9832(c)(2)(B), and
such other similar, limited benefits to
the extent such benefits are specified in
regulations under section 9832(c)(2)(C).
A commenter questioned whether this
exclusion applies to Medicaid managed
long-term care premiums, such as those
provided to covered entities that may
participate in State Medicaid managed
long-term care programs. To the extent
Medicaid plan providers can separately
identify premiums received for long-
term care, these amounts are not for
health insurance and are not included
in net premiums written.

Medicare Advantage and Medicare Part
D Plans

Some employers or unions provide
Medicare Advantage or Medicare Part D
benefits in connection with an
Employer Group Waiver Plan (EGWP)
for employees and retirees who are
Medicare beneficiaries. According to
commenters, an employer or union can
provide these benefits on a self-insured
basis. Commenters requested that the
final regulations clarify whether a union
or employer that provides Medicare
Advantage and Medicare part D benefits
under an EGWP or similar arrangement
is a covered entity subject to section
9010 with respect to premiums received
for the coverage. No change was made
in the final regulations to specifically
address this issue. However, while the
benefits provided by these arrangements
may constitute health insurance within
the meaning of section 9010, an
employer or union that provides
benefits under an EGWP or similar
arrangement is not a covered entity to
the extent the arrangement is eligible for
the self-insuring employer exception
under section 9010(c)(2)(A).

Medicare Cost Contract Plans

A commenter asked that the final
regulations clarify how section 9010
applies to the Medicare cost contract
portion of an entity’s business. A
Medicare cost contract plan is a type of
plan established by section 1876 of Title
XVIII of the Social Security Act. Cost
contract plans are paid based on the
reasonable costs incurred by delivering
Medicare-covered services to plan
members. Although the final regulations
do not specifically address the treatment
of a Medicare cost contract plan,
benefits under a Medicare cost contract
plan are health insurance for section
9010 purposes if they meet the general
definition of health insurance and do
not qualify for a specific exclusion.

Section 9010(b)(2)(B) Partial Exclusion

After applying section 9010(b)(2)(A)
to determine the amount of net
premiums written for health insurance
of United States health risks that are
taken into account, the proposed
regulations excluded under section
9010(b)(2)(B) 50 percent of the
remaining net premiums written for
health insurance of United States health
risks that are attributable to the
activities (other than activities of an
unrelated trade or business as defined in
section 513) of any covered entity
qualifying under section 501(c)(3), (4),
(26), or (29) and exempt from tax under
section 501(a). Commenters requested
that the final regulations apply this
exclusion to a for-profit hospital health
plan (HHP) that is owned and controlled
by an entity exempt from tax under
section 501(a) and further described in
section 501(c). According to the
commenters, an HHP functions like a
nonprofit entity because it reinvests
whatever profits it produces each year
in its parent owner’s charitable mission.
The final regulations do not adopt this
request. By statute, the partial exclusion
only applies to a covered entity that is
a section 501(c)(3), (4), (26), or (29)
entity, and even then only with respect
to premium revenue from its exempt
activities.

One commenter suggested that the
final regulations require any covered
entity claiming the partial exclusion to
submit an IRS determination letter
recognizing it as tax-exempt under
section 501(c)(3), (4), (26), or (29).
Another commenter objected to this
suggestion on the basis that the Code
does not require all tax-exempt entities
to apply to the IRS for recognition of
tax-exempt status. The final regulations
do not impose any additional
requirements on entities claiming the
partial exclusion. For purposes of

section 9010, whether an entity qualifies
as exempt from Federal income tax
under section 501(a) as an organization
described in section 501(c)(3), (4), (26),
or (29) will be determined under the
Code provisions applicable to those
organizations. To provide greater
certainty, the final regulations provide
that an entity is eligible for the section
9010(b)(2)(B) partial exclusion if it
meets the requirements for that
exclusion as of December 31st of the
data year.

Reporting and Penalties

Section 9010(g)(1) requires each
covered entity to report to the IRS its net
premiums written for health insurance
for United States health risks during the
data year. The proposed regulations
required that this information be
reported on Form 8963, ‘“Report of
Health Insurance Provider Information.”
Commenters suggested that the final
regulations require an entity that
qualifies for an exclusion from the
definition of covered entity to report its
net premiums written to claim the
exclusion. The final regulations do not
adopt this suggestion. The required
reporting under section 9010(g)(1) only
applies to covered entities.

A commenter requested that each
covered entity be required to report
even if it receives no more than $25
million in net premiums written and
therefore is not liable for the fee. The
proposed regulations already imposed
this requirement in accordance with the
statute. The final regulations retain this
requirement.

Section 9010(g)(2) imposes a penalty
for failing to timely submit a report
containing the required information
unless the covered entity can show that
the failure is due to reasonable cause.
Section 9010(g)(3) imposes an accuracy-
related penalty for any understatement
of a covered entity’s net premiums
written. Commenters requested that the
final regulations provide a reasonable
cause exception for the accuracy-related
penalty similar to the reasonable cause
exception for the failure to report
penalty. Unlike section 9010(g)(2),
section 9010(g)(3) does not contain a
reasonable cause exception. Therefore,
the final regulations do not create a
reasonable cause exception for the
accuracy-related penalty. However, the
final regulations require a covered entity
to submit a corrected Form 8963 during
the error correction period if the entity
believes there are any errors in the
preliminary fee calculation. The
corrected Form 8963 will replace the
original Form 8963 for all purposes,
including for the purpose of
determining whether an accuracy-
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related penalty applies, except that a
covered entity remains subject to the
failure to report penalty if it fails to
timely submit the original Form 8963.

The proposed regulations clarified
that the failure to report penalty and the
accuracy-related penalty apply in
addition to the fee. The final regulations
retain this clarification and further
clarify that a covered entity may be
liable for both penalties.

A commenter suggested that the final
regulations create a safe harbor for the
failure to report penalty imposed by
section 9010(g)(2) and waive or reduce
the penalty for small businesses, or
exclude small businesses altogether
from the definition of covered entity so
that the penalty does not apply. The
final regulations do not adopt this
suggestion. The statute does not exclude
small businesses from either the
definition of covered entity or the
requirement to report. However, certain
statutory provisions will mitigate the
impact on small business. Although a
small business that is a covered entity
must report its net premiums written, it
will not be subject to the fee if its net
premiums written are $25 million or
less pursuant to section 9010(b)(2)(A).
Further, section 9010(g)(2) allows the
IRS to waive the failure to report
penalty if there is reasonable cause for
such failure. The IRS will determine
whether reasonable cause exists for a
covered entity’s failure to report based
on the facts and circumstances.

Commenters requested that the IRS
wait to assess the accuracy-related
penalty until the error correction
process is complete. Under section
9010(g)(3)(A), the amount of the
accuracy-related penalty is equal to the
excess of the amount of the covered
entity’s fee determined in the absence of
the understatement (that is, the correct
fee amount) over the amount of the fee
determined based on the
understatement (that is, the amount of
the fee based on understated reporting).
Because the fee is allocated among
covered entities based on each entity’s
net premiums written, the IRS must
determine the correct amount of net
premiums written for all covered
entities before it can determine the
correct fee amount for a covered entity.
Therefore, the IRS cannot compute and
assess any accuracy-related penalties
until the conclusion of the error
correction process when the IRS
computes the final bills. As stated
earlier in this preamble, if the covered
entity timely submits a corrected Form
8963 during the error correction period,
the corrected Form 8963 will replace the
original Form 8963 for the purpose of

determining whether an accuracy-
related penalty applies.

Fee Calculation and Error Correction
Process

In General

The proposed regulations required
each covered entity to report annually
its net premiums written for health
insurance of United States health risks
during the data year to the IRS on Form
8963 by May 1st of the fee year. The
proposed regulations also required the
IRS to send each covered entity its final
fee calculation no later than August
31st, and required the covered entity to
pay the fee by September 30th by
electronic funds transfer. In addition,
the proposed regulations required the
IRS to send preliminary fee calculations
and give covered entities an opportunity
to submit error correction reports, with
the time and manner of error correction
reporting to be specified in other
guidance published in the Internal
Revenue Bulletin.

The final regulations adopt April 15th
as the date on which the Form 8963 is
due, rather than May 1st, to provide
additional time to prepare the
preliminary fee calculation for each
covered entity. Also, to ensure that any
errors are timely corrected, the final
regulations require a covered entity to
review its preliminary fee calculation
and, if it believes there are any errors,
to timely submit to the IRS a corrected
Form 8963 during the error correction
period. As stated earlier in this
preamble, the corrected Form 8963 will
replace the original Form 8963. In the
case of a controlled group, if the
preliminary fee calculation for the
controlled group contains one or more
errors, the corrected Form 8963 must
include all of the required information
for the entire controlled group,
including members that do not have
corrections. Further rules regarding the
manner for submitting Form 8963, the
time and manner for notifying covered
entities of their preliminary fee
calculation, and the time and manner
for submitting error correction reports
for the error correction process are
contained in other guidance in the
Internal Revenue Bulletin being
published concurrently with these final
regulations.

Commenters suggested that the final
regulations create a “‘true-up” process
by which the fee will be continually
adjusted from year to year. Because the
fee is an allocated fee, allowing a true-
up process for one covered entity will
result in adjustments to the fee for all
covered entities. In the interest of
providing finality and certainty to fee

liability, the final regulations do not
adopt this suggestion.

Source of Data Used to Calculate the
Fee

The proposed regulations defined the
term net premiums written to mean
premiums written, including
reinsurance premiums written, reduced
by reinsurance ceded, and reduced by
ceding commissions and medical loss
ratio (MLR) rebates with respect to the
data year. The preamble to the proposed
regulations explained that, for covered
entities that file the Supplemental
Health Care Exhibit (SHCE) with the
National Association of Insurance
Commissioners (NAIC), net premiums
written for health insurance generally
will equal the amount reported on the
SHCE as direct premiums written minus
MLR rebates with respect to the data
year, subject to any applicable
exclusions under section 9010 such as
exclusions from the term health
insurance.

Commenters suggested that the final
regulations require a covered entity to
use the SHCE and any equivalent forms
as the basis for determining net
premiums written if it is required to file
the SHCE and any equivalent forms
pursuant to State reporting
requirements. The final regulations do
not adopt this suggestion because forms
can change. The instructions to Form
8963 provide additional information on
how to determine net premiums written
using the SHCE and any equivalent
forms as the source of data, and can be
updated to reflect changes in forms.

Medical Loss Ratio (MLR) Rebates

The proposed regulations invited
comments on how to compute MLR
rebates with respect to the data year
using data reported on the SHCE.
Commenters suggested that MLR rebates
be computed on an accrual basis using
lines 5.3, 5.4, and 5.5 of the 2012 SHCE.
In response to this comment, the final
regulations clarify that MLR rebates are
computed on an accrual basis. The final
regulations do not designate specific
SHCE line numbers as the source of data
for computing MLR rebates because
forms can change. Instead, the
instructions to Form 8963 provide this
information.

Medicaid Bonuses

A commenter requested that the final
regulations address the treatment of
Medicaid bonuses in determining net
premiums written. According to the
commenter, Medicaid plans sometimes
receive bonuses for meeting plan goals.
In some cases, the bonuses are paid up
front and must be returned if the plan
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does not meet its goals, and in other
cases, bonuses are paid only after the
plan meets its goals. The final
regulations do not create a special rule
for the treatment of Medicaid bonuses.
The treatment of Medicaid bonuses in
determining net premiums written
depends on whether and when these
amounts are treated as premiums
written for State or other Federal
regulatory and reporting purposes.

Amounts Taken Into Account

In accordance with section
9010(b)(2)(A), the proposed regulations
provided that, for each covered entity
(or each controlled group treated as a
single covered entity), the IRS will not
take into account the first $25 million of
net premiums written. The IRS will take
into account 50 percent of the net
premiums written for amounts over $25
million and up to $50 million, and 100
percent of the net premiums written that
are over $50 million. Thus, for any
covered entity with net premiums
written of $50 million or more, the IRS
will not take into account the first $37.5
million of net premiums written.
Additionally, after this reduction, the
proposed regulations provided that, in
accordance with section 9010(b)(2)(B), if
the covered entity (or any member of the
controlled group treated as a single
covered entity) is exempt from tax
under section 501(a) and is described in
section 501(c)(3), (4), (26), or (29), the
IRS will take into account only 50
percent of the remaining net premiums
written of that entity (or member) that
are attributable to its exempt activities.

A commenter asked how the fee will
be calculated for a controlled group that
is treated as a single covered entity
when some but not all of the group’s
members qualify for the 50-percent
exclusion under section 9010(b)(2)(B).
The final regulations clarify that, in this
circumstance, the section 9010(b)(2)(A)
exclusion applies first to each member
of the controlled group on a pro rata
basis, and then the section 9010(b)(2)(B)
exclusion applies only to eligible
members of the group.

For example, if a controlled group
consists of one member with $100
million in net premiums written and a
second member with $50 million in net
premiums written, two-thirds of the
group’s total $37.5 million reduction
under section 9010(b)(2)(A), or $25
million, applies to the first member, and
the remaining one-third, or $12.5
million, applies to the second member.
Therefore, after this initial reduction,
the first member has $75 million of net
premiums written ($100 million minus
$25 million), and the second member
has $37.5 million of net premiums

written ($50 million minus $12.5
million). If the second member is
eligible for the 50-percent exclusion
under section 9010(b)(2)(B), the 50-
percent exclusion applies to this
member’s remaining net premiums
written, resulting in $18.75 million (50
percent of $37.5 million) being taken
into account. Thus, total net premiums
written taken into account for this
controlled group are $93.75 million
($150 million minus $37.5 million
minus $18.75 million).

Designated Entities

The proposed regulations required
each controlled group to have a
designated entity, defined as a person
within the controlled group that is
designated to act on behalf of the
controlled group with regard to the fee.
The proposed regulations further
provided that if the controlled group,
without regard to foreign corporations
included under section 9010(c)(3)(B), is
also an affiliated group that files a
consolidated return for Federal income
tax purposes, the designated entity is
the common parent of the affiliated
group identified on the tax return filed
for the data year. If the controlled group
is not a part of an affiliated group that
files a consolidated return, the proposed
regulations allowed the controlled
group to select its designated entity but
did not require it to do so. The proposed
regulations also required each member
of a controlled group to maintain a
record of its consent to the designated
entity selection and required the
designated entity to maintain a record of
all member consents. Under the
proposed regulations, if the controlled
group did not select a person as its
designated entity, the IRS would select
a person as a designated entity for the
controlled group and advise the
designated entity accordingly.

The final regulations modify the
proposed regulations, which provided
that the common parent of a
consolidated group was the designated
entity in all cases. To better coordinate
with the consolidated return
regulations, the final regulations
provide that the designated entity of a
controlled group, without regard to
foreign corporations included under
section 9010(c)(3)(B), that is a
consolidated group (within the meaning
of § 1.1502-1(h)) is the agent for the
group (within the meaning of § 1.1502—
77). In the case of a controlled group
that is not a part of an affiliated group
that files a consolidated return, the
Treasury Department and the IRS
believe that the controlled group
members are in the best position to
determine which of its members should

be the designated entity. To promote
greater certainty and ease of
administration in the fee reporting and
determination process, the final
regulations thus require, rather than
permit, a controlled group that is not
also a consolidated group to select its
designated entity. The final regulations
further provide that the IRS will select
a member of the controlled group to be
the designated entity for the controlled
group if a controlled group fails to do
so, but the controlled group may be
liable for penalties for failure to meet its
filing requirements. In the event the
controlled group fails to select a
designated entity and the IRS selects a
designated entity for the controlled
group, the final regulations deem all
members of the controlled group that
provide health insurance for a United
States health risk to have consented to
the IRS’s selection of the designated
entity.

Disclosure

Section 9010(g)(4) provides that
section 6103 (relating to the
confidentiality and disclosure of returns
and return information) does not apply
to any information reported by the
covered entities under section 9010(g).
The preamble to the proposed
regulations stated that the Treasury
Department and the IRS are considering
making available to the public the
information reported on Form 8963,
including the identity of the covered
entity and the amount of its net
premiums written, at the time the notice
of preliminary fee calculation is sent,
and invited comments on which
reported information the IRS should
make publicly available. Numerous
commenters requested that the IRS
make all information reported on Form
8963 available to the public, and several
commenters requested that this
information be reported on the IRS Web
site no later than 15 days after the
reporting deadline to promote
transparency and assist health insurers
in determining whether an error
correction request is necessary. One
commenter requested that consumers
have access to the information that
shows how much each covered entity
will pay. In response to comments, the
final regulations provide that the
information reported on each Form 8963
will be open for public inspection or
available upon request. The Treasury
Department and the IRS expect that, at
a time to be determined, certain
information will be made available on
www.irs.gov, including the identity of
each reporting entity and the amount of
its reported net premiums written.
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Expatriate Policies

In accordance with section 9010(d),
the proposed regulations defined the
term United States health risk to mean
the health risk of any individual who is
(1) a United States citizen, (2) a resident
of the United States (within the meaning
of section 7701(b)(1)(A)), or (3) located
in the United States, with respect to the
period such individual is so located.
The preamble to the proposed
regulations requested comments on how
the final regulations should apply to
expatriate policies. The medical loss
ratio final rule issued by HHS (MLR
final rule) defines expatriate policies as
predominantly group health insurance
policies that provide coverage to
employees, substantially all of whom
are: (1) Working outside their country of
citizenship; (2) working outside their
country of citizenship and outside the
employer’s country of domicile; or (3)
non-U.S. citizens working in their home
country. 45 CFR 158.120(d)(4). The
NAIC tracks the definition in the MLR
final rule for purposes of State reporting
requirements.

The proposed regulations did not
provide specific rules for expatriate
policies. However, the definitions of
covered entity and health insurance in
the proposed regulations only extended
to entities and policies that are subject
to State or Federal regulation.
Commenters expressed the concern that
the proposed regulations provided an
unfair advantage to foreign health
insurers. Not all foreign insurers issuing
expatriate policies on United States
health risks are subject to State
regulation or to Federal regulation
under ERISA. As a result, commenters
asserted that a foreign insurance
company that is not a covered entity
will be able to charge less than a U.S.
insurance company for nearly identical
expatriate policies. Commenters
suggested that the final regulations
exclude expatriate policies (or defer
their inclusion until more facts can be
gathered). Alternatively, commenters
suggested broadening the definition of
covered entity to include a foreign
insurer regardless of whether it is
subject to State or Federal regulation.

The final regulations do not adopt
these suggestions. Section 9010 defines
a United States health risk to include
the health risk of a U.S. citizen or a
resident alien. An insurer that issues a
policy to a U.S. citizen or resident living
abroad is still providing coverage for a
United States health risk, despite the
fact that the individual may not be
currently residing in the United States.
Thus, excluding expatriate policies is

inconsistent with the language of
section 9010(d).

Alternatively, broadening the
definition of covered entity to include a
foreign insurer that does not do business
in the United States is not in the interest
of sound tax administration. Legal and
practical restrictions significantly limit
the ability of the IRS to compel an entity
that does not do business in the United
States to file a report and pay a tax or
fee. Further, the Treasury Department
and the IRS expect that, in the
overwhelming majority of cases, foreign
insurers that do not do business in the
United States will not have more than
$25 million in net premiums written for
United States health risks and thus will
not be subject to liability for the fee.
Therefore, the final regulations do not
expand the definition of covered entity
to include a foreign insurer that does
not do business in the United States.

The proposed regulations created a
presumption under which the entire
amount reported on the SHCE filed with
the NAIC pursuant to State reporting
requirements will be considered to be
for United States health risks unless the
covered entity can demonstrate
otherwise. Commenters expressed
concern that the data necessary to
affirmatively establish that an
individual is not a United States health
risk will be difficult for covered entities
to obtain because they will need to
know the location of each insured
individual at all times and that
individual’s nationality. Moreover,
commenters contended that such
information may not be clear or accurate
because location or nationality can vary
among multiple members of the same
family (some of whom may hold dual
citizenship), and that covered entities
may simply be unable to obtain such
information because of the constant
mobility of those covered. Commenters
suggested allowing a covered entity to
determine expatriate net premiums
written for United States health risks by
multiplying its total expatriate net
premiums written by the ratio of claims
paid in the United States to claims paid
worldwide. The final regulations do not
adopt this suggestion. A ratio based on
claims paid in the United States would
not accurately represent the relative
proportion of United States health risks
because a United States health risk
includes the health risks of U.S. citizens
who are living abroad. The Treasury
Department and the IRS also considered
alternative methods for a covered entity
to account for its expatriate policies, but
were unable to identify any that would
be verifiable and administrable.
Therefore, the final regulations retain
the presumption in the proposed

regulations and allow a covered entity
to demonstrate that certain net
premiums written are not for a United
States health risk.

United States Possessions

Commenters suggested that the fee
should not apply to health insurance
providers in Puerto Rico and Guam. The
final regulations do not adopt this
suggestion. Section 9010(h)(2)
specifically states that the term United
States includes the U.S. possessions.
Section 9010(c)(1) defines a covered
entity as any entity that provides health
insurance for any United States health
risk, and under section 9010(d)(3), a
United States health risk includes
coverage of the health risk of any
individual located in the U.S.
possessions. To aid in determining
whether an entity qualifies as a covered
entity, the proposed regulations
incorporated the definition of health
insurance issuer under section
9832(b)(2) as one category of covered
entity. The only definition of health
insurance issuer in the Code is the
definition of health insurance issuer in
section 9832(b)(2), and the language of
this provision is substantially similar to
the only definition of health insurance
issuer referenced in the ACA.2 Section
9832(b)(2) defines a health insurance
issuer as an insurance company,
insurance service, or insurance
organization that is licensed to engage
in the business of insurance in a State
and that is subject to State laws that
regulate insurance within the meaning
of section 514(b)(2) of ERISA. Under
section 514(b)(2) of ERISA, State law
that regulates insurance generally means
any State regulation. Section 3(10) of
ERISA defines State for purposes of
ERISA to include the U.S. possessions.
Accordingly, the references to State and
State law in section 9832(b)(2)
encompass the 50 States, the District of
Columbia, and the U.S. possessions.

Taxability and Other Treatment of the
Fee

Section 9010(f)(2) treats the fee as a
tax described in section 275(a)(6)
(relating to taxes for which no
deduction is allowed). Before issuing
the proposed regulations, the Treasury
Department and the IRS received
comments stating that covered entities
may attempt to pass on the cost of the
fee to policyholders, either by a
corresponding increase in premiums or
by separately charging policyholders for

2 See ACA section 1301(b)(2), referencing section
2791(b) of the PHSA (42 U.S.C. 300gg—91). The
definition of health insurance issuer in section
2791(b) of the PHSA is substantially similar to the
definition in section 9832(b)(2) of the Code.
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a portion of the fee. The preamble to the
proposed regulations stated that, under
section 61(a), gross income means all
income from whatever source derived
unless a provision of the Code or other
law specifically excludes the payment
from gross income. Therefore, a covered
entity’s gross income includes amounts
received from policyholders to offset the
cost of the fee, whether or not separately
stated on any bill. The preamble
requested comments on whether the text
of the regulations should be revised to
clarify that recovered fee amounts are
included in a covered entity’s gross
income. Numerous commenters
disagreed with the preamble statement
and requested that the final regulations
permit covered entities to exclude from
income any amounts collected from
policyholders to offset the cost of the
fee. One commenter alternatively
suggested that the payment of income
taxes on the fee should count towards
the payment of the fee itself. The final
regulations do not adopt these
suggestions. The Treasury Department
and the IRS will issue separate guidance
to clarify that covered entities must
include in income under section 61(a)
any amounts they collect from
policyholders to offset the cost of the
fee.

Commenters suggested that the final
regulations prohibit a covered entity
from collecting amounts to offset the
cost of the fee when they collect
premiums from excluded entities such
as governmental entities and VEBAs.
The final regulations do not adopt this
suggestion. The health insurance
provider, and not the payor of
premiums, is liable for the fee.
Therefore, any exclusions apply at the
health insurance provider level.

A commenter asked if a covered entity
must disclose to its policyholders the
extent to which the cost of the fee is
included in a policyholder’s premium.
Because the health insurance provider,
and not the policyholder, is liable for
the fee, the final regulations do not
require a covered entity to disclose to its
policyholders any amounts included in
premiums to offset the cost of the fee,
although nothing in the final regulations
prohibits a covered entity from
disclosing these amounts. However, a
covered entity may be subject to State or
other Federal rules, if any, regarding
disclosures of these amounts.

Availability of IRS Documents

The IRS revenue rulings cited in this
preamble are published in the Internal
Revenue Cumulative Bulletin and are
available from the superintendent of
Documents, United States Government
Printing Office, Washington, DC 20402.

The IRS notice cited in this preamble is
available at www.irs.gov.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in
Executive Order 12866, as
supplemented by Executive Order
13563. Therefore, a regulatory
assessment is not required. This
regulation merely implements the fee
imposed by section 9010 and does not
impose the fee itself. It also has been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.
chapter 5) does not apply to these
regulations. It is hereby certified that the
collection of information in these
regulations will not have a significant
economic impact on a substantial
number of small entities. This
certification is based on the fact that the
only collection burden imposed by
these regulations is the requirement to
maintain a record of consent to the
selection of a designated entity, and this
collection burden applies only to
designated entities of controlled groups,
which tend to be large corporations, and
their members. Therefore, a Regulatory
Flexibility Analysis under the
Regulatory Flexibility Act (5 U.S.C.
chapter 6) is not required. Pursuant to
section 7805(f), the notice of proposed
rulemaking was submitted to the Chief
Counsel for Advocacy of the Small
Business Administration for comment
on its impact on small business, and no
comments were received.

Drafting Information

The principal author of these
regulations is Charles J. Langley, Jr.,
Office of the Associate Chief Counsel
(Passthroughs and Special Industries).
However, other personnel from the
Treasury Department and the IRS
participated in their development.

List of Subjects
26 CFR Part 57

Health insurance, Reporting and
recordkeeping requirements.

26 CFR 602

Reporting and recordkeeping
requirements.

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR chapter 1 is
amended as follows:

m Paragraph 1. Part 57 is added to read
as follows:

PART 57—HEALTH INSURANCE
PROVIDERS FEE

Sec.
57.1 Overview.
57.2 Explanation of terms.
57.3 Reporting requirements and associated
penalties.
Fee calculation.
Notice of preliminary fee calculation.
Error correction process.
Notification and fee payment.
57.8 Tax treatment of fee.
57.9 Refund claims.
57.10 Effective/applicability date.
57.6302—1 Method of paying the health
insurance providers fee.

Authority: 26 U.S.C. 7805; sec. 9010, Pub.
L. 111-148 (124 Stat. 119 (2010)).

Section 57.3 also issued under 26 U.S.C.
6071(a)

Section 57.7 also issued under 26 U.S.C.
6302(a).

Section 57.6302—1 also issued under 26
U.S.C. 6302(a).

57.4
57.5
57.6
57.7

§57.1 Overview.

(a) The regulations in this part are
designated “Health Insurance Providers
Fee Regulations.”

(b) The regulations in this part
provide guidance on the annual fee
imposed on covered entities engaged in
the business of providing health
insurance by section 9010 of the Patient
Protection and Affordable Care Act
(PPACA), Public Law 111-148 (124 Stat.
119 (2010)), as amended by section
10905 of PPACA, and as further
amended by section 1406 of the Health
Care and Education Reconciliation Act
of 2010, Public Law 111-152 (124 Stat.
1029 (2010)) (collectively, the
Affordable Care Act or ACA). All
references to section 9010 in this part 57
are references to section 9010 of the
ACA. Unless otherwise indicated, all
other references to subtitles, chapters,
subchapters, and sections are references
to subtitles, chapters, subchapters and
sections in the Internal Revenue Code
and the related regulations.

(c) Section 9010(e)(1) sets an
applicable fee amount for each year,
beginning with 2014, that will be
apportioned among covered entities
with aggregate net premiums written
over $25 million for health insurance for
United States health risks. Generally,
each covered entity is liable for a fee in
each fee year that is based on its net
premiums written during the data year
in an amount determined by the Internal
Revenue Service (IRS) under the rules of
this part.

§57.2 Explanation of terms.

(a) In general. This section explains
the terms used in this part 57 for
purposes of the fee.
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(b) Covered entity—(1) In general.
Except as provided in paragraph (b)(2)
of this section, the term covered entity
means any entity with net premiums
written for health insurance for United
States health risks in the fee year if the
entity is—

(i) A health insurance issuer within
the meaning of section 9832(b)(2),
defined in section 9832(b)(2) as an
insurance company, insurance service,
or insurance organization that is
licensed to engage in the business of
insurance in a State and that is subject
to State law that regulates insurance
(within the meaning of section 514(b)(2)
of the Employee Retirement Income
Security Act of 1974 (ERISA));

(ii) A health maintenance
organization within the meaning of
section 9832(b)(3), defined in section
9832(b)(3) as—

(A) A Federally qualified health
maintenance organization (as defined in
section 1301(a) of the Public Health
Service Act);

(B) An organization recognized under
State law as a health maintenance
organization; or

(C) A similar organization regulated
under State law for solvency in the same
manner and to the same extent as such
a health maintenance organization;

(iii) An insurance company subject to
tax under part I or II of subchapter L, or
that would be subject to tax under part
I or IT of subchapter L but for the entity
being exempt from tax under section
501(a);

(iv) An entity that provides health
insurance under Medicare Advantage,
Medicare Part D, or Medicaid; or

(v) A multiple employer welfare
arrangement (MEWA), within the
meaning of section 3(40) of ERISA, to
the extent not fully insured, provided
that for this purpose a covered entity
does not include a MEWA that with
respect to the plan year ending with or
within the section 9010 data year
satisfies the requirements to be exempt
from reporting under 29 CFR 2520.101—
2(c)(2)(ii)(A), (B), or (C).

(2) Exclusions—(i) Self-insured
employer. The term covered entity does
not include any entity (including a
voluntary employees’ beneficiary
association under section 501(c)(9)
(VEBA)) that is part of a self-insured
employer plan to the extent that such
entity self-insures its employees’ health
risks. The term self-insured employer
means an employer that sponsors a self-
insured medical reimbursement plan
within the meaning of § 1.105—
11(b)(1)(i) of this chapter. Self-insured
medical reimbursement plans include
plans that do not involve shifting risk to
an unrelated third party as described in

§ 1.105-11(b)(1)(ii) of this chapter. A
self-insured medical reimbursement
plan may use an insurance company or
other third party to provide
administrative or bookkeeping
functions. For purposes of this section,
the term self-insured employer does not
include a MEWA.

(ii) Governmental entity. The term
covered entity does not include any
governmental entity. For this purpose,
the term governmental entity means—

(A) The government of the United
States;

(B) Any State or a political
subdivision thereof (as defined for
purposes of section 103) including, for
example, a State health department or a
State insurance commission;

(C) Any Indian tribal government (as
defined in section 7701(a)(40)) or a
subdivision thereof (determined in
accordance with section 7871(d)); or

(D) Any agency or instrumentality of
any of the foregoing.

(iii) Certain nonprofit corporations.
The term covered entity does not
include any entity—

(A) That is incorporated as a nonprofit
corporation under a State law;

(B) No part of the net earnings of
which inures to the benefit of any
private shareholder or individual
(within the meaning of §§ 1.501(a)-1(c)
and 1.501(c)(3)-1(c)(2) of this chapter);

(C) No substantial part of the activities
of which is carrying on propaganda, or
otherwise attempting, to influence
legislation (within the meaning of
§1.501(c)(3)-1(c)(3)(ii) of this chapter)
(or which is described in section
501(h)(3) and is not denied exemption
under section 501(a) by reason of
section 501(h));

(D) That does not participate in, or
intervene in (including the publishing
or distributing of statements), any
political campaign on behalf of (or in
opposition to) any candidate for public
office (within the meaning of
§1.501(c)(3)-1(c)(3)(iii) of this chapter);
and

(E) More than 80 percent of the gross
revenues of which is received from
government programs that target low-
income, elderly, or disabled populations
under titles XVIII, XIX, and XXI of the
Social Security Act.

(iv) Certain voluntary employees’
beneficiary associations (VEBAs). The
term covered entity does not include
any entity that is described in section
501(c)(9) that is established by an entity
(other than by an employer or
employers) for purposes of providing
health care benefits. This exclusion
applies to a VEBA that is established by
a union or established pursuant to a
collective bargaining agreement and

having a joint board of trustees (such as
in the case of a multiemployer plan
within the meaning of section 3(37) of
ERISA or a single-employer plan
described in section 302(c)(5) of the
Labor Management Relations Act, 29
U.S.C. 186(c)(5)). This exclusion does
not apply to a MEWA.

(3) State. Solely for purposes of
paragraph (b) of this section, the term
State means any of the 50 States, the
District of Columbia, or any of the
possessions of the United States,
including American Samoa, Guam, the
Northern Mariana Islands, Puerto Rico,
and the Virgin Islands.

(c) Controlled groups—(1) In general.
The term controlled group means a
group of two or more persons, including
at least one person that is a covered
entity, that is treated as a single
employer under section 52(a), 52(b),
414(m), or 414(o).

(2) Treatment of controlled group. A
controlled group (as defined in
paragraph (c)(1) of this section) is
treated as a single covered entity for
purposes of the fee.

(3) Special rules. For purposes of
paragraph (c)(1) of this section (related
to controlled groups)—

(i) A foreign entity subject to tax
under section 881 is included within a
controlled group under section 52(a) or
(b); and

(ii) A person is treated as being a
member of the controlled group if it is
a member of the group at the end of the
day on December 31st of the data year.

(d) Data year. The term data year
means the calendar year immediately
before the fee year. Thus, for example,
2013 is the data year for fee year 2014.

(e) Designated entity—(1) In general.
The term designated entity means the
person within a controlled group that is
designated to act on behalf of the
controlled group regarding the fee with
respect to—

(i) Filing Form 8963, ‘“Report of
Health Insurance Provider Information”;

(ii) Receiving IRS communications
about the fee for the group;

(iii) Filing a corrected Form 8963 for
the group, if applicable, as described in
§57.6; and

(iv) Paying the fee for the group to the
government.

(2) Selection of designated entity—(i)
In general. Except as provided in
paragraph (e)(2)(ii) of this section, each
controlled group must select a
designated entity by having that entity
file the Form 8963 in accordance with
the form instructions. The designated
entity must state under penalties of
perjury that all persons that provide
health insurance for United States
health risks that are members of the
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group have consented to the selection of
the designated entity. Each member of a
controlled group must maintain a record
of its consent to the controlled group’s
selection of the designated entity. The
designated entity must maintain a
record of all member consents.

(ii) Requirement for consolidated
groups; common parent. If a controlled
group, without regard to foreign
corporations included under section
9010(c)(3)(B), is also an affiliated group
the common parent of which files a
consolidated return for Federal income
tax purposes, the designated entity is
the agent for the group (within the
meaning of § 1.1502—77 of this chapter)
for the data year.

(iii) Failure to select a designated
entity. Excepted as provided in
paragraph (e)(2)(ii) of this section, if a
controlled group fails to select a
designated entity as provided in
paragraph (e)(2)(i) of this section, then
the IRS will select a member of the
controlled group to be the designated
entity. If the IRS selects the designated
entity, then all members of the
controlled group that provide health
insurance for a United States health risk
will be deemed to have consented to the
IRS’s selection of the designated entity.

(f) Fee. The term fee means the fee
imposed by section 9010 on each
covered entity engaged in the business
of providing health insurance.

(g) Fee year. The term fee year means
the calendar year in which the fee must
be paid to the government. The first fee
year is 2014.

(h) Health insurance—(1) In general.
Except as provided in paragraph (h)(2)
of this section, the term health
insurance generally has the same
meaning as the term health insurance
coverage in section 9832(b)(1)(A),
defined to mean benefits consisting of
medical care (provided directly, through
insurance or reimbursement, or
otherwise) under any hospital or
medical service policy or certificate,
hospital or medical service plan
contract, or health maintenance
organization contract, when these
benefits are offered by an entity that is
one of the types of entities described in
paragraph (b)(1)(i) through (b)(1)(v) of
this section. The term health insurance
includes limited scope dental and
vision benefits under section
9832(c)(2)(A) and retiree-only health
insurance.

(2) Exclusions. The term health
insurance does not include—

(i) Coverage only for accident, or
disability income insurance, or any
combination thereof, within the
meaning of section 9832(c)(1)(A);

(ii) Coverage issued as a supplement
to liability insurance within the
meaning of section 9832(c)(1)(B);

(iii) Liability insurance, including
general liability insurance and
automobile liability insurance, within
the meaning of section 9832(c)(1)(C);

(iv) Workers’ compensation or similar
insurance within the meaning of section
9832(c)(1)(D);

(v) Automobile medical payment
insurance within the meaning of section
9832(c)(1)(E);

(vi) Credit-only insurance within the
meaning of section 9832(c)(1)(F);

(vii) Coverage for on-site medical
clinics within the meaning of section
9832(c)(1)(G);

(viii) Other insurance coverage that is
similar to the insurance coverage in
paragraph (h)(2)(i) through (vii) of this
section under which benefits for
medical care are secondary or incidental
to other insurance benefits, within the
meaning of section 9832(c)(1)(H), to the
extent such insurance coverage is
specified in regulations under section
9832(c)(1)(H);

(ix) Benefits for long-term care,
nursing home care, home health care,
community-based care, or any
combination thereof, within the
meaning of section 9832(c)(2)(B), and
such other similar, limited benefits to
the extent such benefits are specified in
regulations under section 9832(c)(2)(C);

(x) Coverage only for a specified
disease or illness within the meaning of
section 9832(c)(3)(A);

(xi) Hospital indemnity or other fixed
indemnity insurance within the
meaning of section 9832(c)(3)(B);

(xii) Medicare supplemental health
insurance (as defined under section
1882(g)(1) of the Social Security Act),
coverage supplemental to the coverage
provided under chapter 55 of title 10,
United States Code, and similar
supplemental coverage provided to
coverage under a group health plan,
within the meaning of section
9832(c)(4);

(xiii) Coverage under an employee
assistance plan, a disease management
plan, or a wellness plan, if the benefits
provided under the plan constitute
excepted benefits under section
9832(c)(2) (or do not otherwise provide
benefits consisting of health insurance
under paragraph (h)(1) of this section);

(xiv) Student administrative health
fee arrangements, as defined in
paragraph (h)(3);

(xv) Travel insurance, as defined in
paragraph (h)(4) of this section; or

(xvi) Indemnity reinsurance, as
defined in paragraph (h)(5)(i) of this
section.

(3) Student administrative health fee
arrangement. For purposes of paragraph
(h)(2)(xiv) of this section, the term
student administrative health fee
arrangement means an arrangement
under which an educational institution,
other than through an insured
arrangement, charges student
administrative health fees to students on
a periodic basis to help cover the cost
of student health clinic operations and
care delivery (regardless of whether the
student uses the clinic and regardless of
whether the student purchases any
available student health insurance
coverage).

(4) Travel insurance. For purposes of
paragraph (h)(2)(xv) of this section, the
term travel insurance means insurance
coverage for personal risks incident to
planned travel, which may include, but
is not limited to, interruption or
cancellation of trip or event, loss of
baggage or personal effects, damages to
accommodations or rental vehicles, and
sickness, accident, disability, or death
occurring during travel, provided that
the health benefits are not offered on a
stand-alone basis and are incidental to
other coverage. For this purpose, the
term travel insurance does not include
major medical plans that provide
comprehensive medical protection for
travelers with trips lasting 6 months or
longer, including, for example, those
working overseas as an expatriate or
military personnel being deployed.

(5) Reinsurance—(i) Indemnity
reinsurance. For purposes of paragraphs
(h)(2)(xvi) and (k) of this section, the
term indemnity reinsurance means an
agreement between one or more
reinsuring companies and a covered
entity under which—

(A) The reinsuring company agrees to
accept, and to indemnify the issuing
company for, all or part of the risk of
loss under policies specified in the
agreement; and

(B) The covered entity retains its
liability to, and its contractual
relationship with, the individuals
whose health risks are insured under
the policies specified in the agreement.

(ii) Assumption reinsurance. For
purposes of paragraph (k) of this
section, the term assumption
reinsurance means reinsurance for
which there is a novation and the
reinsurer takes over the entire risk of
loss pursuant to a new contract.

(i) Located in the United States. The
term located in the United States means
present in the United States (within the
meaning of paragraph (m) of this
section) under section 7701(b)(7) (for
presence in the 50 States and the
District of Columbia) or § 1.937—
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1(c)(3)(i) of this chapter (for presence in
a possession of the United States).

(j) NAIC. The term NAIC means the
National Association of Insurance
Commissioners.

(k) Net premiums written—The term
net premiums written means premiums
written, including reinsurance
premiums written, reduced by
reinsurance ceded, and reduced by
ceding commissions and medical loss
ratio (MLR) rebates with respect to the
data year. For this purpose, MLR rebates
are computed on an accrual basis in
determining net premiums written.
Because indemnity reinsurance within
the meaning of paragraph (h)(5)(i) of this
section is not health insurance under
paragraph (h)(1) of this section, the term
net premiums written does not include
premiums written for indemnity
reinsurance and is not reduced by
indemnity reinsurance ceded. However,
in the case of assumption reinsurance
within the meaning of paragraph
(h)(5)(ii) of this section, the term net
premiums written does include
premiums written for assumption
reinsurance and is reduced by
assumption reinsurance premiums
ceded.

(I) SHCE. The term SHCE means the
Supplemental Health Care Exhibit. The
SHCE is a form published by the NAIC
that most covered entities are required
to file annually under State law.

(m) United States. For purposes of
paragraph (i) of this section, the term
United States means the 50 States, the
District of Columbia, and any
possession of the United States,
including American Samoa, Guam, the
Northern Mariana Islands, Puerto Rico,
and the Virgin Islands.

(n) United States health risk. The term
United States health risk means the
health risk of any individual who is—

(1) A United States citizen;

(2) A resident of the United States
(within the meaning of section
7701(b)(1)(A)); or

(3) Located in the United States
(within the meaning of paragraph (i) of
this section) during the period such
individual is so located.

§57.3 Reporting requirements and
associated penalties.

(a) Reporting requirement—(1) In
general. Annually, each covered entity,
including each controlled group that is
treated as a single covered entity, must
report its net premiums written for
health insurance of United States health
risks during the data year to the IRS by
April 15th of the fee year on Form 8963,
“Report of Health Insurance Provider
Information,” in accordance with the
instructions for the form. A covered

entity that has net premiums written
during the data year is subject to this
reporting requirement even if it does not
have any amount taken into account as
described in § 57.4(a)(4). If an entity is
not in the business of providing health
insurance for any United States health
risk in the fee year, it is not a covered
entity and does not have to report.

(2) Manner of reporting. The IRS may
provide rules in guidance published in
the Internal Revenue Bulletin for the
manner of reporting by a covered entity
under this section, including rules for
reporting by a designated entity on
behalf of a controlled group that is
treated as a single covered entity.

(3) Disclosure of reported information.
Pursuant to section 9010(g)(4), the
information reported on each original
and corrected Form 8963 will be open
for public inspection or available upon
request.

(b) Penalties—(1) Failure to report—i)
In general. A covered entity that fails to
timely submit a report containing the
information required by paragraph (a) of
this section is liable for a failure to
report penalty in the amount described
in paragraph (b)(1)(ii) of this section in
addition to its fee liability and any other
applicable penalty, unless the failure is
due to reasonable cause as defined in
paragraph (b)(1)(iii) of this section.

(ii) Amount. The amount of the failure
to report penalty described in paragraph
(b)(1)(@d) of this section is—

(A) $10,000, plus

(B) The lesser of—

(1) An amount equal to $1,000
multiplied by the number of days
during which such failure continues; or

(2) The amount of the covered entity’s
fee for which the report was required.

(iii) Reasonable cause. The failure to
report penalty described in paragraph
(b)(1)(1) of this section is waived if the
failure is due to reasonable cause. A
failure is due to reasonable cause if the
covered entity exercised ordinary
business care and prudence and was
nevertheless unable to submit the report
within the prescribed time. In
determining whether the covered entity
was unable to submit the report timely
despite the exercise of ordinary business
care and prudence, the IRS will
consider all the facts and circumstances
surrounding the failure to submit the
report.

(iv) Treatment of penalty. The failure
to report penalty described in this
paragraph (b)(1)—

(A) Is treated as a penalty under
subtitle F;

(B) Must be paid on notice and
demand by the IRS and in the same
manner as a tax under the Internal
Revenue Code; and

(C) Is a penalty for which only civil
actions for refund under procedures of
subtitle F apply.

(2) Accuracy-related penalty—(i) In
general. A covered entity that
understates its net premiums written for
health insurance of United States health
risks in the report required under
paragraph (a)(1) of this section is liable
for an accuracy-related penalty in the
amount described in paragraph (b)(2)(ii)
of this section, in addition to its fee
liability and any other applicable
penalty.

(i1) Amount. The amount of the
accuracy-related penalty described in
paragraph (b)(2)(i) of this section is the
excess of—

(A) The amount of the covered
entity’s fee for the fee year that the IRS
determines should have been paid in
the absence of any understatement; over

(B) The amount of the covered entity’s
fee for the fee year that the IRS
determined based on the
understatement.

(iii) Understatement. An
understatement of a covered entity’s net
premiums written for health insurance
of United States health risks is the
difference between the amount of net
premiums written that the covered
entity reported and the amount of net
premiums written that the IRS
determines the covered entity should
have reported.

(iv) Treatment of penalty. The
accuracy-related penalty is subject to
the provisions of subtitle F that apply to
assessable penalties imposed under
chapter 68.

(3) Controlled groups. Each member of
a controlled group that is required to
provide information to the controlled
group’s designated entity for purposes
of the report required to be submitted by
the designated entity on behalf of the
controlled group is jointly and severally
liable for any penalties described in this
paragraph (b) for any reporting failures
by the designated entity.

§57.4 Fee calculation.

(a) Fee components—(1) In general.
For every fee year, the IRS will calculate
a covered entity’s allocated fee as
described in this section.

(2) Calculation of net premiums
written. Each covered entity’s allocated
fee for any fee year is equal to an
amount that bears the same ratio to the
applicable amount as the covered
entity’s net premiums written for health
insurance of United States health risks
during the data year taken into account
bears to the aggregate net premiums
written for health insurance of United
States health risks of all covered entities
during the data year taken into account.
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(3) Applicable amount. The
applicable amounts for fee years are—

Fee year

Applicable amount

$8,000,000,000

$11,300,000,000
$11,300,000,000
$13,900,000,000
$14,300,000,000

The applicable amount in the preceding fee year increased by the rate of premium growth (within the meaning of
section 36B(b)(3)(A)(ii)).

(4) Net premiums written taken into
account—i(i) In general. A covered

entity’s net premiums written for health
insurance of United States health risks

during any data year are taken into
account as follows:

Covered entity’s net premiums written during the data year that are:

Percentage of net premiums
written taken into account is:

Not more than $25,000,000 ........ccoeiuiioieeiieeee et e eee et e et e et e eeeeeteeeteeaseeaseeasseeeseeasesesseeeseaanteesssseseaaseeeseesaneeseeanes 0

More than $25,000,000 but not more than $50,000,000

More than $50,000,000

........................ 50

100

(ii) Controlled groups. In the case of
a controlled group, paragraph (a)(4)(i) of
this section applies to all net premiums
written for health insurance of United
States health risks during the data year,
in the aggregate, of the entire controlled
group, except that any net premiums
written by any member of the controlled
group that is a nonprofit corporation
meeting the requirements of
§57.2(b)(2)(iii) or a voluntary
employees’ beneficiary association
meeting the requirements of
§57.2(b)(2)(iv) are not taken into
account.

(iii) Partial exclusion for certain
exempt activities. After the application
of paragraph (a)(4)(i) of this section, if
the covered entity (or any member of a
controlled group treated as a single
covered entity) is exempt from Federal
income tax under section 501(a) and is
described in section 501(c)(3), (4), (26),
or (29) as of December 31st of the data
year, then only 50 percent of its
remaining net premiums written for
health insurance of United States health
risks that are attributable to its exempt
activities (and not to activities of an
unrelated trade or business as defined in
section 513) during the data year are
taken into account. If an entity to which
this partial exclusion applies is a
member of a controlled group, then the
partial exclusion applies to that entity
after first applying paragraph (a)(4)(i) on
a pro rata basis to all members of the
controlled group.

(b) Determination of net premiums
written—(1) In general. The IRS will
determine net premiums written for
health insurance of United States health
risks for each covered entity based on
the Form 8963, ‘“Report of Health

Insurance Provider Information,”
submitted by each covered entity,
together with any other source of
information available to the IRS. Other
sources of information that the IRS may
use to determine net premiums written
for each covered entity include the
SHCE, which supplements the annual
statement filed with the NAIC pursuant
to State law, the annual statement itself
or the Accident and Health Policy
Experience filed with the NAIC, the
MLR Annual Reporting Form filed with
the Center for Medicare & Medicaid
Services’ Center for Consumer
Information and Insurance Oversight of
the U.S. Department of Health and
Human Services, or any similar
statements filed with the NAIC, with
any State government, or with the
Federal government pursuant to
applicable State or Federal
requirements.

(2) Presumption for United States
health risks. For any covered entity that
files the SHCE with the NAIC, the entire
amount reported on the SHCE as direct
premiums written will be considered to
be for health insurance of United States
health risks as described in § 57.2(n)
(subject to any applicable exclusions for
amounts that are not health insurance as
described in §57.2(h)(2)) unless the
covered entity can demonstrate
otherwise.

(c) Determination of amounts taken
into account. (1) For each fee year and
for each covered entity, the IRS will
calculate the net premiums written for
health insurance of United States health
risks taken into account during the data
year. The resulting number is the
numerator of the fraction described in
paragraph (d)(1) of this section.

(2) For each fee year, the IRS will
calculate the aggregate net premiums
written for health insurance of United
States health risks taken into account for
all covered entities during the data year.
The resulting number is the
denominator of the fraction described in
paragraph (d)(2) of this section.

(d) Allocated fee calculated. For each
covered entity for each fee year, the IRS
will calculate the covered entity’s
allocated fee by multiplying the
applicable amount from paragraph (a)(3)
of this section by a fraction—

(1) The numerator of which is the
covered entity’s net premiums written
for health insurance of United States
health risks during the data year taken
into account (described in paragraph
(c)(1) of this section); and

(2) The denominator of which is the
aggregate net premiums written for
health insurance of United States health
risks for all covered entities during the
data year taken into account (described
in paragraph (c)(2) of this section).

§57.5 Notice of preliminary fee
calculation.

(a) Content of notice. Each fee year,
the IRS will make a preliminary
calculation of the fee for each covered
entity as described in § 57.4. The IRS
will notify each covered entity of its
preliminary fee calculation for that fee
year. The notification to a covered entity
of its preliminary fee calculation will
include—

(1) The covered entity’s allocated fee;

(2) The covered entity’s net premiums
written for health insurance of United
States health risks;

(3) The covered entity’s net premiums
written for health insurance of United
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States health risks taken into account
after the application of § 57.4(a)(4);

(4) The aggregate net premiums
written for health insurance of United
States health risks taken into account for
all covered entities; and

(5) Instructions for how to submit a
corrected Form 8963, “Report of Health
Insurance Provider Information,” to
correct any errors through the error
correction process.

(b) Timing of notice. The IRS will
specify in other guidance published in
the Internal Revenue Bulletin the date
by which it will send each covered
entity a notice of its preliminary fee
calculation.

§57.6 Error correction process.

(a) In general. Upon receipt of its
preliminary fee calculation, each
covered entity must review this
calculation during the error correction
period. If the covered entity identifies
one or more errors in its preliminary fee
calculation, the covered entity must
timely submit to the IRS a corrected
Form 8963, “Report of Health Insurance
Provider Information,” during the error
correction period. The corrected Form
8963 will replace the original Form
8963 for all purposes, including for the
purpose of determining whether an
accuracy-related penalty applies, except
that a covered entity remains subject to
the failure to report penalty if it fails to
timely submit the original Form 8963. In
the case of a controlled group, if the
preliminary fee calculation for the
controlled group contains one or more
errors, the corrected Form 8963 must
include all of the required information
for the entire controlled group,
including members that do not have
corrections.

(b) Time and manner. The IRS will
specify in other guidance published in
the Internal Revenue Bulletin the time
and manner by which a covered entity
must submit a corrected Form 8963. The
IRS will provide its final determination
regarding the covered entity’s
submission no later than the time the
IRS provides a covered entity with a
final fee calculation.

(c) Finality. Covered entities must
assert any basis for contesting their
preliminary fee calculation during the
error correction period. In the interest of
providing finality to the fee calculation
process, the IRS will not accept a
corrected Form 8963 after the end of the
error correction period or alter final fee
calculations on the basis of information
provided after the end of the error
correction period.

§57.7 Notification and fee payment.

(a) Content of notice. Each fee year,
the IRS will make a final calculation of
the fee for each covered entity as
described in § 57.4. The IRS will base its
final fee calculation on each covered
entity’s original or corrected Form 8963,
“Report of Health Insurance Provider
Information,” as adjusted by other
sources of information described in
§57.4(b)(1). The notification to a
covered entity of its final fee calculation
will include—

(1) The covered entity’s allocated fee;

(2) The covered entity’s net premiums
written for health insurance of United
States health risks;

(3) The covered entity’s net premiums
written for health insurance of United
States health risks taken into account
after the application of § 57.4(a)(4);

(4) The aggregate net premiums
written for health insurance of United
States health risks taken into account for
all covered entities; and

(5) The final determination on the
covered entity’s corrected Form 8963,
“Report of Health Insurance Provider
Information,” if any.

(b) Timing of notice. The IRS will
send each covered entity a notice of its
final fee calculation by August 31st of
the fee year.

(c) Differences in preliminary fee
calculation and final calculation. A
covered entity’s final fee calculation
may differ from the covered entity’s
preliminary fee calculation because of
changes made pursuant to the error
correction process described in §57.6 or
because the IRS discovered additional
information relevant to the fee
calculation through other information
sources as described in § 57.4(b)(1).
Even if a covered entity did not file a
corrected Form 8963 described in §57.6,
a covered entity’s final fee may differ
from a covered entity’s preliminary fee
because of information discovered about
that covered entity through other
information sources. In addition, a
change in aggregate net premiums
written for health insurance of United
States health risks can affect every
covered entity’s fee because each
covered entity’s fee is equal to a fraction
of the aggregate fee collected from all
covered entities.

(d) Payment of final fee. Each covered
entity must pay its final fee by
September 30th of the fee year. For a
controlled group, the payment must be
made using the designated entity’s
Employer Identification Number as
reported on Form 8963. The fee must be
paid by electronic funds transfer as
required by §57.6302—1. There is no tax
return to be filed with the payment of
the fee.

(e) Controlled groups. In the case of a
controlled group that is liable for the
fee, all members of the controlled group
are jointly and severally liable for the
fee. Accordingly, if a controlled group’s
fee is not paid, the IRS may separately
assess each member of the controlled
group for the full amount of the
controlled group’s fee.

§57.8 Tax treatment of fee.

(a) Treatment as an excise tax. The fee
is treated as an excise tax for purposes
of subtitle F (sections 6001-7874). Thus,
references in subtitle F to “taxes
imposed by this title,” “internal revenue
tax,” and similar references, are also
references to the fee. For example, the
fee is assessed (section 6201), collected
(sections 6301, 6321, and 6331),
enforced (section 7602), and subject to
examination and summons (section
7602) in the same manner as taxes
imposed by the Code.

(b) Deficiency procedures. The
deficiency procedures of sections 6211—
6216 do not apply to the fee.

(c) Limitation on assessment. The IRS
must assess the amount of the fee for
any fee year within three years of
September 30th of that fee year.

(d) Application of section 275. The fee
is treated as a tax described in section
275(a)(6) (relating to taxes for which no
deduction is allowed).

§57.9 Refund claims.

Any claim for a refund of the fee must
be made by the entity that paid the fee
to the government and must be made on
Form 843, “Claim for Refund and
Request for Abatement,” in accordance
with the instructions for that form.

§57.10 Effective/applicability date.

Sections 57.1 through 57.9 apply to
any fee that is due on or after September
30, 2014.

§57.6302-1 Method of paying the health
insurance providers fee.

(a) Fee to be paid by electronic funds
transfer. Under the authority of section
6302(a), the fee imposed on covered
entities engaged in the business of
providing health insurance for United
States health risks under section 9010
and § 57.4 must be paid by electronic
funds transfer as defined in § 31.6302—
1(h)(4)() of this chapter, as if the fee
were a depository tax. For the time for
paying the fee, see §57.7.

(b) Effective/Applicability date. This
section applies with respect to any fee
that is due on or after September 30,
2014.
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PART 602—OMB CONTROL NUMBERS
UNDER THE PAPERWORK
REDUCTION ACT

m Par. 2. The authority citation for part
602 continues to read as follows:

Authority: 26 U.S.C. 7805.

m Par. 3. In § 602.101, paragraph (b) is
amended by adding the following entry
in numerical order to the table to read
as follows:

§602.101 OMB Control numbers.
* * * * *
(b) * % %

CFR Part or section where Current OMB

identified and described control No.
57.2(E)(2)(I) weveereerrerrenirerrrnnnns 1545—-2249
John Dalrymple,

Deputy Commissioner for Services and
Enforcement.

Approved: November 13, 2013.
Mark J. Mazur,
Assistant Secretary of the Treasury (Tax
Policy).
[FR Doc. 2013-28412 Filed 11-26-13; 4:15 pm]
BILLING CODE 4830-01-P

DEPARTMENT OF HOMELAND
SECURITY

Coast Guard

33 CFR Part 100

[Docket No. USCG-2013-0917]

RIN 1625-AA00

Special Local Regulation; Lake Havasu

City Christmas Boat Parade of Lights;
Colorado River; Lake Havasu, AZ

AGENCY: Coast Guard, DHS.
ACTION: Temporary final rule.

SUMMARY: The Coast Guard is
temporarily modifying the dates for the
special local regulation in support of the
Lake Havasu City Christmas Boat Parade
of Lights on the Colorado River. This
modification is necessary to reflect the
actual dates of the event for this year
which are December 6th and December
7th, 2013. Additionally, this temporary
final rule adds a third evening,
December 14th, 2013. This rule is
necessary to provide for the safety of the
participants, crew, spectators,
participating vessels, and other vessels
and users of the waterway. Persons and
vessels are prohibited from entering

into, transiting through, or anchoring
within this zone unless authorized by
the Captain of the Port, or his
designated representative.

DATES: This rule is effective from 5 p.m.
to 9 p.m. on December 6th, December
7th, and December 14th, 2013.

ADDRESSES: Documents mentioned in
this preamble are part of docket [USCG—
2013-0917]. To view documents
mentioned in this preamble as being
available in the docket, go to http://
www.regulations.gov, type the docket
number in the “SEARCH” box and click
“SEARCH.” Click on Open Docket
Folder on the line associated with this
rulemaking. You may also visit the
Docket Management Facility in Room
W12-140 on the ground floor of the
Department of Transportation West
Building, 1200 New Jersey Avenue SE.,
Washington, DC 20590, between 9 a.m.
and 5 p.m., Monday through Friday,
except Federal holidays.

FOR FURTHER INFORMATION CONTACT: If
you have questions on this rule, call or
email Petty Officer Bryan Gollogly,
Waterways Management, U.S. Coast
Guard Sector San Diego; telephone (619)
278-7656, email d11marineeventssd@
uscg.mil. If you have questions on
viewing or submitting material to the
docket, call Barbara Hairston, Program
Manager, Docket Operations, telephone
(202) 366—9826.

SUPPLEMENTARY INFORMATION:
Table of Acronyms

BNM Broadcast Notices to Mariners
COTP Captain of the Port

DHS Department of Homeland Security
FR Federal Register

NPRM Notice of Proposed Rulemaking

A. Regulatory History and Information

The Coast Guard is issuing this
temporary final rule without prior
notice and opportunity to comment
pursuant to authority under section 4(a)
of the Administrative Procedure Act
(APA) (5 U.S.C. 553(b)). This provision
authorizes an agency to issue a rule
without prior notice and opportunity to
comment when the agency for good
cause finds that those procedures are
“impracticable, unnecessary, or contrary
to the public interest.” Under 5 U.S.C.
553(b)(B), the Coast Guard finds that
good cause exists for not publishing a
notice of proposed rulemaking (NPRM)
with respect to this rule because
logistical details pertaining to this year’s
dates were not known by the Coast
Guard in time to publish an NPRM and
wait for the comment period to run.

Immediate action is needed to ensure
the special local regulations listed in 33
CFR 100.1102 (table 1, item 10) will be

in effect on the actual dates of the event,
which are December 6th, December 7th,
and December 14th, 2013.

Under 5 U.S.C. 553(d)(3), for the same
reasons mentioned above, the Coast
Guard finds that good cause exists for
making this rule effective less than 30
days after publication in the Federal
Register. Any delay in the effective date
of this rule would be contrary to the
public interest, because immediate
action is necessary to protect the parade
vessels from the dangers associated with
non participant vessels transiting the
event area.

B. Basis and Purpose

The legal basis and authorities for this
rulemaking establishing a special local
regulation are found in 33 U.S.C. 1233,
which authorize the Coast Guard to
establish and define special local
regulations.

This temporary final rule and notice
of enforcement will protect the
participating vessels over the three
evenings in December in a marine event
sponsored by the London Bridge Yacht
Club.

The annual Lake Havasu City
Christmas Boat Parade of Lights will
involve fifty vessels in Lake Havasu, AZ
transiting Thompson Bay, proceeding
through Bridgewater Channel, circling
in front of Windsor Beach and returning
through Bridgewater Channel. The
regulated zone will encompass the
navigable waters in the northern portion
of Thompson Bay, the Bridgewater
Channel, and waters off Windsor Beach.
Vessel participants will be traveling in
a parade line that will affect normal
traffic patterns. In addition, event
participants will be utilizing additional
holiday lighting that will obscure or
confuse required normal Navigation
Lights and increase the dangers
associated with non participating
vessels transiting the area.

This temporary special local
regulation is necessary to prevent
vessels from transiting the area and to
protect the participating vessels and
passengers from potential damage and
injury.

C. Discussion of the Final Rule

The Coast Guard is changing the dates
of the special local regulation currently
listed in 33 CFR 100.1102 (table 1, item
10). This change differs from the
existing regulation by specifying that
the event will be held on December 6,
December 7 and December 14, 2013,
instead of the first weekend in
December. The special local regulations
for the Lake Havasu City Christmas Boat
Parade of Lights will be enforced from
5 p.m. to 9 p.m. on Friday, December 6,
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2013; Saturday, December 7, 2013 and
Saturday December 14, 2013. The
special local regulation zone will
encompass the waters in the northern
portion of Thompson Bay, the
Bridgewater Channel, and waters off
Windsor Beach. The zone is necessary
to provide for the safety of the
spectators, participants, and other
vessels and users of the waterway.
Persons and vessels are prohibited from
entering into, transiting through, or
anchoring within this zone unless
authorized by the Captain of the Port, or
his designated representative. Persons
or vessels requiring entry into or
passage through the special local
regulation must request permission from
the Captain of the Port, or his
designated representative. Before the
effective period, the Coast Guard will
publish a local notice to mariners
(LNM).

D. Regulatory Analyses

We developed this rule after
considering numerous statutes and
executive orders related to rulemaking.
Below we summarize our analyses
based on these statutes and executive
orders.

1. Regulatory Planning and Review

This rule is not a significant
regulatory action under section 3(f) of
Executive Order 12866, Regulatory
Planning and Review, as supplemented
by Executive Order 13563, Improving
Regulation and Regulatory Review, and
does not require an assessment of
potential costs and benefits under
section 6(a)(3) of Executive Order 12866
or under section 1 of Executive Order
13563. The Office of Management and
Budget has not reviewed it under those
Orders. We expect the economic impact
of this proposed rule to be so minimal
that a full Regulatory Evaluation is
unnecessary. This determination is
based on the size and location of the
zone. Commercial vessels will not be
hindered by the zone. Recreational
vessels will not be allowed to transit
through the designated zone during the
specified times.

2. Impact on Small Entities

The Regulatory Flexibility Act of 1980
(RFA), 5 U.S.C. 601-612, as amended,
requires federal agencies to consider the
potential impact of regulations on small
entities during rulemaking. The term
“small entities”” comprises small
businesses, not-for-profit organizations
that are independently owned and
operated and are not dominant in their
fields, and governmental jurisdictions
with populations of less than 50,000.
The Coast Guard certifies under 5 U.S.C.

605(b) that this rule will not have a
significant economic impact on a
substantial number of small entities.
This rule would affect the following
entities, some of which might be small
entities: the owners or operators of
vessels intending to transit or anchor in
the impacted portion of Lake Havasu
from 5 p.m. to 9 p.m. on December 6,

7, and 14, 2013.

These special local regulations will
not have a significant economic impact
on a substantial number of small entities
for the following reasons. This rule will
be enforced only in the evening when
vessel traffic is low. Before the effective
period, the Coast Guard will publish a
local notice to mariners (LNM).

3. Assistance for Small Entities

Under section 213(a) of the Small
Business Regulatory Enforcement
Fairness Act of 1996 (Pub. L. 104-121),
we want to assist small entities in
understanding this rule. If the rule
would affect your small business,
organization, or governmental
jurisdiction and you have questions
concerning its provisions or options for
compliance, please contact the person
listed in the FOR FURTHER INFORMATION
CONTACT, above.

Small businesses may send comments
on the actions of Federal employees
who enforce, or otherwise determine
compliance with, Federal regulations to
the Small Business and Agriculture
Regulatory Enforcement Ombudsman
and the Regional Small Business
Regulatory Fairness Boards. The
Ombudsman evaluates these actions
annually and rates each agency’s
responsiveness to small business. If you
wish to comment on actions by
employees of the Coast Guard, call 1-
888—REG-FAIR (1-888-734—3247). The
Coast Guard will not retaliate against
small entities that question or complain
about this rule or any policy or action
of the Coast Guard.

4. Collection of Information

This rule will not call for a new
collection of information under the
Paperwork Reduction Act of 1995 (44
U.S.C. 3501-3520).

5. Federalism

A rule has implications for federalism
under Executive Order 13132,
Federalism, if it has a substantial direct
effect on the States, on the relationship
between the national government and
the States, or on the distribution of
power and responsibilities among the
various levels of government. We have
analyzed this rule under that Order and
determined that this rule does not have
implications for federalism.

6. Protest Activities

The Coast Guard respects the First
Amendment rights of protesters.
Protesters are asked to contact the
person listed in the FOR FURTHER
INFORMATION CONTACT section to
coordinate protest activities so that your
message can be received without
jeopardizing the safety or security of
people, places or vessels.

7. Unfunded Mandates Reform Act

The Unfunded Mandates Reform Act
of 1995 (2 U.S.C. 1531-1538) requires
Federal agencies to assess the effects of
their discretionary regulatory actions. In
particular, the Act addresses actions
that may result in the expenditure by a
State, local, or tribal government, in the
aggregate, or by the private sector of
$100,000,000 (adjusted for inflation) or
more in any one year. Though this rule
will not result in such an expenditure,
we do discuss the effects of this rule
elsewhere in this preamble.

8. Taking of Private Property

This rule will not cause a taking of
private property or otherwise have
taking implications under Executive
Order 12630, Governmental Actions and
Interference with Constitutionally
Protected Property Rights.

9. Civil Justice Reform

This rule meets applicable standards
in sections 3(a) and 3(b)(2) of Executive
Order 12988, Civil Justice Reform, to
minimize litigation, eliminate
ambiguity, and reduce burden.

10. Protection of Children

We have analyzed this rule under
Executive Order 13045, Protection of
Children from Environmental Health
Risks and Safety Risks. This rule is not
an economically significant rule and
does not create an environmental risk to
health or risk to safety that may
disproportionately affect children.

11. Indian Tribal Governments

This rule does not have tribal
implications under Executive Order
13175, Consultation and Coordination
with Indian Tribal Governments,
because it does not have a substantial
direct effect on one or more Indian
tribes, on the relationship between the
Federal Government and Indian tribes,
or on the distribution of power and
responsibilities between the Federal
Government and Indian tribes.

12. Energy Effects

This action is not a “significant
energy action” under Executive Order
13211, Actions Concerning Regulations
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That Significantly Affect Energy Supply,
Distribution, or Use.

13. Technical Standards

This rule does not use technical
standards. Therefore, we did not
consider the use of voluntary consensus
standards.

14. Environment

We have analyzed this rule under
Department of Homeland Security
Management Directive 023—-01 and
Commandant Instruction M16475.1D,
which guide the Coast Guard in
complying with the National
Environmental Policy Act of 1969
(NEPA)(42 U.S.C. 4321-4370f), and
have determined that this action is one
of a category of actions that do not
individually or cumulatively have a
significant effect on the human
environment. This rule involves
establishing a special local regulation,
upon the navigable waters of Lake
Havasu. This rule is categorically
excluded from further review under
paragraph 34(h) of Figure 2—1 of the
Commandant Instruction. An
environmental analysis checklist
supporting this determination and a
Categorical Exclusion Determination are
available in the docket where indicated
under ADDRESSES. We seek any
comments or information that may lead
to the discovery of a significant
environmental impact from this rule.

List of Subjects in 33 CFR Part 100

Marine safety, Navigation (water),
Reporting and recordkeeping
requirements, Waterways.

For the reasons discussed in the
preamble, the U.S. Coast Guard amends
33 CFR Part 100 as follows:

PART 100—SAFETY OF LIFE ON
NAVIGABLE WATERS

m 1. The authority citation for Part 100
continues to read as follows:

Authority: 33 U.S.C. 1233.

m 2. Suspend item 10 in Table 1 of
§100.1102.

m 3. Add § 100.T11-607 to read as
follows:

§100.T11-607 Special Local Regulation;
Lake Havasu City Christmas Boat Parade of
Lights; Colorado River; Lake Havasu, AZ.

(a) Location. The following area is a
special local regulation: The waters in
the northern portion of Thompson Bay,
the Bridgewater Channel, and waters off
Windsor Beach.

(b) Enforcement Period. This section
will be enforced from 5 p.m. to 9 p.m.
on December 6, 7, and 14, 2013.

(c) Definitions. The following
definition applies to this section:
designated representative, means any
commissioned, warrant, and petty
officers of the Coast Guard on board
Coast Guard, Coast Guard Auxiliary,
and local, state, and federal law
enforcement vessels who have been
authorized to act on the behalf of the
Captain of the Port.

(d) Regulations. (1) In accordance
with the general regulations in § 100.35
of this part, entry into this area is
prohibited unless authorized by the
Captain of the Port of San Diego or his
designated on-scene representative.

(2) All persons and vessels shall
comply with the instructions of the
Coast Guard Captain of the Port or the
designated representative.

(3) Upon being hailed by U.S. Coast
Guard patrol personnel or designated
law enforcement representatives by
siren, radio, flashing light or other
means, the operator of a vessel shall
proceed as directed.

(4) The Coast Guard may be assisted
by other federal, state, or local agencies.

Dated: November 6, 2013.
S. M. Mahoney,

Captain, U.S. Coast Guard, Captain of the
Port San Diego.

[FR Doc. 2013-28583 Filed 11-27-13; 8:45 am]
BILLING CODE 9110-04-P

DEPARTMENT OF HOMELAND
SECURITY

Coast Guard

33 CFR Part 165

[Docket No. USCG-2013-0956]
RIN 1625-AA11

Regulated Navigation Area;

Portsmouth Naval Shipyard,
Piscataqua River, Portsmouth, NH

AGENCY: Coast Guard, DHS.
ACTION: Temporary final rule.

SUMMARY: The Coast Guard is
establishing a regulated navigation area
(RNA) on the Piscataqua River near
Portsmouth, NH. This temporary final
rule places speed restrictions on all
vessels transiting the navigable waters
of the Piscataqua River, Portsmouth, NH
near the Portsmouth Naval Shipyard
between Henderson Point Light on
Seavey Island and Badgers Island Buoy
14. This rule is necessary to provide for
the safety of life on the navigable waters
during ongoing dive operations.

DATES: This rule is effective without
actual notice from November 29, 2013
until 5:00 p.m. on December 6, 2013.

For the purposes of enforcement, actual
notice will be used from 7:00 a.m. on
November 21, 2013 until November 29,
2013.

ADDRESSES: Documents mentioned in
this preamble are part of Docket Number
USCG-2013-0956. To view documents
mentioned in this preamble as being
available in the docket, go to http://
www.regulations.gov, type the docket
number in the “SEARCH” box and click
“SEARCH.” Click on “Open Docket
Folder” on the line associated with this
rulemaking. You may also visit the
Docket Management Facility in Room
W12-140 on the ground floor of the
Department of Transportation West
Building, 1200 New Jersey Avenue SE.,
Washington, DC 20590, between 9 a.m.
and 5 p.m., Monday through Friday,
except Federal holidays.

FOR FURTHER INFORMATION CONTACT: If
you have questions on this rule, call or
email Lieutenant Junior Grade Elizabeth
V. Morris, Waterways Management
Division at Coast Guard Sector Northern
New England, telephone 207-767-0398,
email Elizabeth.V.Morris@uscg.mil; or
Lieutenant Myles Greenway, Waterways
Management at Coast Guard First
District, telephone 617-223-8385, email
Myles.].Greenway@uscg.mil. If you have
questions on viewing or submitting
material to the docket, call Barbara
Hairston, Program Manager, Docket
Operations, telephone 202—366—-9826.

SUPPLEMENTARY INFORMATION:
Table of Acronyms

COTP Captain of the Port

DHS Department of Homeland Security
FR Federal Register

RNA Regulated Navigation Area

A. Regulatory History and Information

The Coast Guard is issuing this
temporary final rule without prior
notice and opportunity to comment
pursuant to authority under section 4(a)
of the Administrative Procedure Act
(APA) (5 U.S.C. 553(b)). This provision
authorizes an agency to issue a rule
without prior notice and opportunity to
comment when the agency for good
cause finds that those procedures are
“impracticable, unnecessary, or contrary
to the public interest.” Under 5 U.S.C.
553(b)(B), the Coast Guard finds that
good cause exists for not publishing a
notice of proposed rulemaking (NPRM)
with respect to this rule because the
Coast Guard was not notified of the
need for this rule until 31 October 2013,
and the Portsmouth Naval Facility will
begin diving operations in this area
within a short timeframe making
publication of a NPRM and Final Rule
impracticable.
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Under 5 U.S.C. 553(d)(3), the Coast
Guard finds that good cause exists for
making this rule effective less than 30
days after publication in the Federal
Register. For the reasons discussed in
the preceding paragraph, delaying the
effective date of this rule would be
impracticable.

B. Basis and Purpose

Under the Ports and Waterways Safety
Act, 33 U.S.C. 1221 et. seq., the Coast
Guard has the authority to establish
RNAs in defined water areas that are
determined to have hazardous
conditions and in which vessel traffic
can be regulated in the interest of safety.

As part of ongoing ship construction
projects at the Portsmouth Naval
Shipyard, divers will be working on the
hull of a vessel for approximately two
weeks beginning on November 21, 2013.
Unexpected and uncontrolled
movement of the vessel due to wake
while divers are in the water would
create a significant risk of serious injury
or death to vessel workers and divers. In
order to ensure the safety of vessel
workers and divers during the period of
ship construction work, the Coast Guard
is creating a regulated navigation area to
limit the speed, and thus wake, of all
vessels operating in the vicinity of the
shipyard.

C. Discussion of Rule

This action will establish a temporary
Regulated Navigation Area that places
speed restrictions on all vessels
transiting the navigable waters on the
Piscataqua River, Portsmouth, NH near
the Portsmouth Naval Shipyard between
Henderson Point Light on Seavey Island
and Badgers Island Buoy 14 when
necessary for the safety of navigation
during periods of dive operations. All
vessels operating in this area must
proceed with caution; operate at no
more than 5 knots and in a manner so
as to produce no wake. Diving
operations and other vessel construction
may occur at any time, day or night.
This regulated navigation area will
provide for the safety of the divers and
others working in the area as wake from
passing vessels could cause the ship to
move erratically and unexpectedly,
injuring the divers and their support
Crews.

The Captain of the Port Sector
Northern New England will cause notice
of enforcement or suspension of
enforcement of this regulated navigation
area to be made by all appropriate
means in order to affect the widest
distribution among the affected
segments of the public. Such means of
notification will include, but is not
limited to, Broadcast Notice to Mariners

and Local Notice to Mariners. In
addition, Captain of the Port Sector
Northern New England maintains a
telephone line that is staffed 24 hours a
day, seven days a week. The public can
obtain information concerning
enforcement of the regulated navigation
area by contacting Sector Northern New
England Command Center at (207) 767—
0303.

D. Regulatory Analyses

We developed this rule after
considering numerous statutes and
executive orders related to rulemaking.
Below we summarize our analyses
based on these statutes and executive
orders.

1. Regulatory Planning and Review

This rule is not a significant
regulatory action under section 3(f) of
Executive Order 12866, Regulatory
Planning and Review, as supplemented
by Executive Order 13563, Improving
Regulation and Regulatory Review, and
does not require an assessment of
potential costs and benefits under
section 6(a)(3) of Executive Order 12866
or under section 1 of Executive Order
13563. The Office of Management and
Budget has not reviewed it under these
Orders.

The Coast Guard determined that this
rulemaking will not be a significant
regulatory action for the following
reasons: vessel traffic will only be
required to operate at no-wake speeds
within the RNA and the RNA covers
only a small portion of the navigable
waterway. Advanced public
notifications will also be made to local
mariners through appropriate means,
which might include, but would not be
limited to, Local Notice to Mariners and
Broadcast Notice to Mariners.

2. Impact on Small Entities

The Regulatory Flexibility Act of 1980
(RFA), 5 U.S.C. 601-612, as amended,
requires federal agencies to consider the
potential impact of regulations on small
entities during rulemaking. The term
“small entities”” comprises small
businesses, not-for-profit organizations
that are independently owned and
operated and are not dominant in their
fields, and governmental jurisdictions
with populations of less than 50,000.
The Coast Guard certifies under 5 U.S.C.
605(b) that this rule will not have a
significant economic impact on a
substantial number of small entities.

This rule will affect the following
entities, some of which may be small
entities: The owners or operators of
vessels intending to transit the portion
of the Piscataqua River affected by this

rule between August 5, 2011 and
September 5, 2011.

This RNA will not have a significant
economic impact on a substantial
number of small entities for all the
reasons discussed in the Regulatory
Planning and Review section above.

3. Assistance for Small Entities

Under section 213(a) of the Small
Business Regulatory Enforcement
Fairness Act of 1996 (Pub. L. 104-121),
we want to assist small entities in
understanding this rule. If the rule
would affect your small business,
organization, or governmental
jurisdiction and you have questions
concerning its provisions or options for
compliance, please contact the person
listed in the FOR FURTHER INFORMATION
CONTACT, above.

Small businesses may send comments
on the actions of Federal employees
who enforce, or otherwise determine
compliance with, Federal regulations to
the Small Business and Agriculture
Regulatory Enforcement Ombudsman
and the Regional Small Business
Regulatory Fairness Boards. The
Ombudsman evaluates these actions
annually and rates each agency’s
responsiveness to small business. If you
wish to comment on actions by
employees of the Coast Guard, call 1-
888—REG—FAIR (1-888-734-3247). The
Coast Guard will not retaliate against
small entities that question or complain
about this rule or any policy or action
of the Coast Guard.

4. Collection of Information

This rule will not call for a new
collection of information under the
Paperwork Reduction Act of 1995 (44
U.S.C. 3501-3520.).

5. Federalism

A rule has implications for federalism
under Executive Order 13132,
Federalism, if it has a substantial direct
effect on the States, on the relationship
between the national government and
the States, or on the distribution of
power and responsibilities among the
various levels of government. We have
analyzed this rule under that Order and
determined that this rule does not have
implications for federalism.

6. Protest Activities

The Coast Guard respects the First
Amendment rights of protesters.
Protesters are asked to contact the
person listed in the “For Further
Information Contact” section to
coordinate protest activities so that your
message can be received without
jeopardizing the safety or security of
people, places or vessels.
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7. Unfunded Mandates Reform Act

The Unfunded Mandates Reform Act
of 1995 (2 U.S.C. 1531-1538) requires
Federal agencies to assess the effects of
their discretionary regulatory actions. In
particular, the Act addresses actions
that may result in the expenditure by a
State, local, or tribal government, in the
aggregate, or by the private sector of
$100,000,000 (adjusted for inflation) or
more in any one year. Though this rule
will not result in such an expenditure,
we do discuss the effects of this rule
elsewhere in this preamble.

8. Taking of Private Property

This rule will not cause a taking of
private property or otherwise have
taking implications under Executive
Order 12630, Governmental Actions and
Interference with Constitutionally
Protected Property Rights.

9. Civil Justice Reform

This rule meets applicable standards
in sections 3(a) and 3(b)(2) of Executive
Order 12988, Civil Justice Reform, to
minimize litigation, eliminate
ambiguity, and reduce burden.

10. Protection of Children From
Environmental Health Risks

We have analyzed this rule under
Executive Order 13045, Protection of
Children from Environmental Health
Risks and Safety Risks. This rule is not
an economically significant rule and
will not create an environmental risk to
health or risk to safety that might
disproportionately affect children.

11. Indian Tribal Governments

This rule does not have tribal
implications under Executive Order
13175, Consultation and Coordination
with Indian Tribal Governments,
because it will not have a substantial
direct effect on one or more Indian
tribes, on the relationship between the
Federal Government and Indian tribes,
or on the distribution of power and
responsibilities between the Federal
Government and Indian tribes.

12. Energy Effects

This rule is not a “significant energy
action” under Executive Order 13211,
Actions Concerning Regulations That
Significantly Affect Energy Supply,
Distribution, or Use.

13. Technical Standards

This rule does not use technical
standards. Therefore, we did not
consider the use of voluntary consensus
standards.

14. Environment

We have analyzed this rule under
Department of Homeland Security
Management Directive 023—-01 and
Commandant Instruction M16475.1D,
which guide the Coast Guard in
complying with the National
Environmental Policy Act of 1969
(NEPA)(42 U.S.C. 4321-4370f), and
have concluded this action is one of a
category of actions which do not
individually or cumulatively have a
significant effect on the human
environment. This rule is categorically
excluded, under figure 2—1, paragraph
(34)(g), of the Instruction because it
involves the establishing of a regulated
navigation area. An environmental
analysis checklist and a categorical
exclusion determination are available in
the docket where indicated under
ADDRESSES.

List of Subjects in 33 CFR Part 165

Harbors, Marine safety, Navigation
(water), Reporting and recordkeeping
requirements, Security measures,
Waterways.

For the reasons discussed in the
preamble, the Coast Guard amends 33
CFR Part 165 as follows:

PART 165—REGULATED NAVIGATION
AREAS AND LIMITED ACCESS AREAS

m 1. The authority citation for Part 165
continues to read as follows:

Authority: 33 U.S.C. 1231; 46 U.S.C.
Chapter 701, 50 U.S.C. 191, 195; 33 CFR
1.05-1, 6.04—1, 6.04—6, and 160.5; Pub. L.
107—-295, 116 Stat. 2064; Department of
Homeland Security Delegation No. 0170.1.

m 2. Add § 165.T01-0956 to read as
follows:

§165.T01-0956 Regulated Navigation
Area; Portsmouth Naval Shipyard,
Piscataqua River, Portsmouth, NH.

(a) Location. The following area is a
Regulated Navigation Area (RNA): All
navigable waters, surface to bottom, on
the Piscataqua River, Portsmouth, NH
and Kittery, ME near the Portsmouth
Naval Shipyard between 43°04'29.319”
N, 070°44’10.189” W (Henderson Point
Light 10, LLNR 8375) on Seavey Island
and 43°04'51.951” N, 070°45’21.518” W
(Badgers Island Buoy 14, LLNR 8405).

(b) Regulations. (1) The general
regulations contained in 33 CFR 165.10,
165.11 and 165.13 apply.

(2) In accordance with the general
regulations, the following restrictions
apply to all vessels operating within the
regulated area noted above.

(i) No vessel may operate in this
regulated area at a speed in excess of
five knots.

(ii) All vessels must proceed through
the area with caution and operate in
such a manner as to produce no wake.

(iii) Vessels operating within the
regulated navigation area must comply
with all directions given to them by the
Captain of the Port Sector Northern New
England or his on-scene representative.

(iv) The “on-scene representative” of
the Captain of the Port is any Coast
Guard commissioned, warrant or petty
officer who has been designated by the
Captain of the Port to act on his behalf.
The on-scene representative may be on
a Coast Guard vessel, State Marine
Patrol vessel or other designated craft,
or may be on shore and will
communicate with vessels via VHF-FM
radio or loudhailer. Members of the
Coast Guard Auxiliary or Naval Harbor
Security Patrol may be present to inform
vessel operators of this regulation.

(v) For purposes of navigational
safety, the Captain of the Port or on-
scene representative may authorize a
deviation from this regulation.

(c) Effective and enforcement period.
(1) This regulated navigation area is
effective and will be enforced from 7:00
a.m. on November 21, 2013 until 5:00
p-m. on December 6, 2013.

(2) Notice of suspension of
enforcement: The Captain of the Port
Sector Northern New England may
temporarily suspend enforcement of the
regulated navigation area. If
enforcement of the zone is temporarily
suspended, the Captain of the Port
Sector Northern New England will
cause a notice of the suspension of
enforcement of this regulated navigation
area to be made by all appropriate
means. Such means of notification may
include, but are not limited to,
Broadcast Notice to Mariners or Local
Notice to Mariners. Such notification
will include the date and time that
enforcement is suspended as well as the
date and time that enforcement will
resume.

(3) Violations of this regulated
navigation area should be reported to
the Captain of the Port Sector Northern
New England, at (207) 767—-0303 or on
VHF-Channel 16. Persons in violation of
this regulated navigation area may be
subject to civil and/or criminal
penalties.

Dated: November 15, 2013.
V.B. Gifford,

Captain, U.S. Coast Guard Acting
Commander, First Coast Guard District.

[FR Doc. 2013—-28609 Filed 11-27-13; 8:45 am]
BILLING CODE 9110-04-P
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LIBRARY OF CONGRESS
Copyright Office

37 CFR Part 201
[Docket No. 2012-1]

Copyright Office Fees: Cable and
Satellite Statement of Account Fees

AGENCY: U.S. Copyright Office, Library
of Congress.
ACTION: Final rule.

SUMMARY: The U.S. Copyright Office
(“Office”) is publishing a final rule
establishing a fee schedule for filing
cable and satellite statements of account
pursuant to Sections 112, 119, and 122
of Title 17 of the United States Code
(“SOAs”) in accordance with the
Satellite Television Extension and
Localism Act of 2010 (“STELA”’). The
Office is establishing these SOA fees
after taking into account public
comments received in response to the
Office’s March 28, 2012 Notice of
Proposed Rulemaking and December 6,
2012 Notice of Proposed Rulemaking.
DATES: This rule is effective January 1,
2014.

FOR FURTHER INFORMATION CONTACT:
Jacqueline C. Charlesworth, General
Counsel and Associate Register of
Copyrights, or Catherine R. Rowland,
Senior Counsel for Policy and
International Affairs, at the U.S.
Copyright Office, Copyright GC/I&R,
P.O. Box 70400, Washington, DC 20024.
Telephone: (202) 707-8380. Telefax:
(202) 707-8366.

SUPPLEMENTARY INFORMATION:

I. Background

The Office is charged with
administering certain statutory licenses
established under the Copyright Act, 17
U.S.C. 101 et seq. (“Act”), including
fees for filing and processing cable and
satellite SOAs pursuant to Sections 111
and 119. Previously, as permitted under
the Act, the Office covered its
administrative costs for processing these
SOAs by charging the costs against the
collected royalties. In 2010, however,
Congress enacted STELA, amending the
law to allow the Office to apportion the
fees between copyright owners and
statutory licensees. The Act requires
that the fees assessed for filing SOAs
“shall be reasonable and may not
exceed one-half of the cost necessary to
cover reasonable expenses incurred by
the Copyright Office for the collection
and administration of the statements of
account and any royalty fees deposited
with such statements.” 1

117 U.S.C. 708(a).

In light of the statutory change, the
Office undertook a cost study of its
Licensing Division, which processes
SOAs, and issued a Notice of Proposed
Rulemaking on March 28, 2012 (“First
NPR”).2 The First NPR suggested a
three-tiered fee schedule for cable
filings, with fees corresponding to the
different types of cable SOAs (the three
SOA forms are known as SA1, SA2, and
SA3). Thus, the First NPR proposed the
following SOA fees: $15 for licensees
who file an SA1 form; $20 for licensees
who file an SA2 form (slightly higher
due to the somewhat greater review
involved); and $500 for licensees who
file the SA3 form (substantially higher
due to the complex nature of the
Office’s review and administration of
SA3 filings). Additionally, the First NPR
proposed a $75 fee for satellite SOAs,
reflecting the fact that these forms
require attention beyond that needed for
SA1 and SA2 forms.

The Office received three comments
addressing the First NPR’s proposed
cable and satellite SOA fees. These
comments were submitted by the
American Cable Association (““ACA”);
the National Cable &
Telecommunications Association
(“NCTA”); and jointly by Program
Suppliers, Joint Sports Claimants,
Commercial Television Claimants,
Music Claimants, Canadian Claimants
Group, National Public Radio,
Broadcaster Claimants Group, and
Devotional Claimants (collectively, the
“Copyright Owners”). NCTA expressed
the concern that the proposed fees
sought to recover costs for services ‘“‘that
go beyond what is reasonably necessary
to administer the license.” ACA
requested that the Office provide a
waiver of fees for cable operators
experiencing financial hardship.
Copyright Owners argued that the
proposed fees failed to recover enough
of the operating costs of the cable and
satellite program.

In light of the comments received, and
because the fees for the filing of cable
and satellite SOAs were being set for the
first time, the Office conducted a further
analysis of the costs of administering
the SOAs and published an updated fee
schedule in a second Notice of Public
Rulemaking on December 6, 2012
(“Second NPR”).3 The Second NPR
explained that the Office had conducted
an additional cost study to address

2 Copyright Office Fees Notice of Proposed
Rulemaking, 77 FR 18742 (Mar. 28, 2012). This
Notice also included fee proposals for other fees,
including for registration, recordation, and non-
SOA licensing services, which will be the subject
of a subsequent Final Rule.

3 Copyright Office Fees Notice of Proposed
Rulemaking, 77 FR 72788 (Dec. 6, 2012).

commenter concerns regarding cable
and satellite SOA fees. As discussed
below, the Office determined that its
original review of costs in relation to the
Licensing Division—using a
methodology that differed to some
degree from its approach to other fee
services in the Office unrelated to SOA
fees—did not sufficiently reflect all of
the costs incurred in the complex task
of processing cable and satellite SOAs.*
To more completely assess the costs, the
Office thus decided to conduct a second
study using the more typical
methodology, which captures
administrative overhead, among other
things.5

In the second Licensing Division cost
study, the Office found that many costs
are common to both cable and satellite
filings—in particular the fiscal
management and information
technology costs—and thus should be
shared by both types of filers.6 The
Office proposed a modified fee schedule
for cable and satellite SOA fees that
better reflected the overall costs of the
licensing program. Specifically, while
the Office proposed to keep the
recommended fees for SA1 and SA2
forms set forth in the First NPR ($15 and
$20, respectively), it determined that
fees for SA3 forms should be increased
from $500 to $725.7 The Office further
proposed to increase the fee for
processing SOAs for satellite
retransmissions from $75 to $725. While
these fees included significant increases
to certain fees initially proposed in the
First NPR, the Office believed that they
better captured the full costs associated
with the management of these SOAs.

Lastly, in the Second NPR the Office
declined to adopt a hardship waiver for
SOA fees as advocated by the ACA. The
Office noted that the statutory language
in Section 708(a) does not include a
reference to waivers, although another
part of the Copyright Act, Section
708(c), does provide for discretionary
waivers for government actors in limited
circumstances. From this, the Office
concluded that Congress did not intend
for the Office to establish waivers for
STELA-based fees. Notably, the Office
does not provide hardship waivers for
other fees.8

The Office received three initial
comments and three reply comments in
response to the Second NPR. The initial
comments came from the ACA,
Copyright Owners, and NCTA. In these
comments, the licensing stakeholders

4]d. at 72789.
51d.

61d. at 72790.
7Id.

81d. at 72790-91.
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made a variety of arguments regarding
the Office’s methodology and the SOA
fees proposed in the Second NPR.

The Copyright Owners expressed
concern over the Office’s proposed cable
and satellite SOA fees. They stated that
the new study excluded too many costs
and thus did not reflect the full costs
necessary to cover the Office’s
reasonable expenses. They also stated
that the Office’s new fees did not
adequately balance the costs between
copyright owners and licensees. The
Copyright Owners further contended
that the fees did not account for the
continuing decline in the number of
SA3 forms due to consolidation in the
cable marketplace.

The ACA also filed comments, which
focused on the hardship question
initially set forth in the ACA’s 2012
comments. ACA abandoned its original
request for a hardship waiver in favor of
a new request for a reduced rate for
smaller entities filing SA3 forms. ACA
requested that the Office provide an
additional, lower-cost SA3 form for
cable systems with 400,000 or fewer
subscribers that would face a financial
hardship if forced to pay a higher fee.
The fee for this form, ACA urged,
should be $50, which it argued would
be more manageable for smaller entities.
ACA claimed that its proposed new fee
would be reasonable under STELA and
would not undercut the Office’s
administrative costs because these forms
would constitute a minority of filings.

For its part, NCTA believed that it did
not have adequate information to assess
whether the new fee was reasonable. It
thus filed a Freedom of Information Act
(“FOIA”) request seeking information
about the Office’s cost studies and
submitted initial comments expressing
concern over the reasonableness of the
proposed fees.

In response to NCTA’s FOIA request,
the Office provided data that it believed
properly could be supplied under
FOIA ¢ and on February 7, 2013 held a
meeting, open to all interested parties,
to discuss the cost study.10 At the
meeting, the Office explained its general
approach and methodology in the
second cost study regarding the
establishment of cable and satellite SOA
fees, and noted the following:

9 The Office withheld documents that fell within
FOIA Exemption 5, which permits an agency to
withhold records reflecting an agency’s deliberative
process. See Letter from George Thuronyi, Chief
FOIA Officer, to Seth A. Davidson (Jan. 25, 2013).

10 The Office invited all parties who filed
comments on cable and satellite SOA fees to attend
the meeting. The Office also posted a notice of the
meeting on its Web site in case others were
interested in attending.

1. The Office used a three-year average of
non-personnel costs in determining the
baseline for new cable and satellite SOA fees.
The Office used this three-year average
(which spanned fiscal years 2009-2011) to
avoid an aberrant result in light of the
Office’s recent reengineering process. If the
Office had not used a three-year average for
these costs, the results could have been
skewed upward because of the relatively high
costs incurred for reengineering efforts in
2011.

2. The Office did not use a three-year
average when calculating personnel costs,
but instead used payroll numbers from the
pay period in effect at the time the Office
commenced the second cost study. This is
because a number of Licensing Division staff
participated in an Office-wide voluntary
separation package prior to the beginning of
the study, which resulted in a decrease in
staffing. The Office thus looked to the pay
period immediately preceding the
commencement of the second cost study
because earlier time frames would have
artificially inflated the personnel costs.

3. Once the Office determined the
appropriate time frame(s) for assessing costs,
pursuant to its mandate to set reasonable
fees, it excluded certain items from the cost
study. For example, the cost study excluded
75% of the cost of the Licensing Division’s
Fiscal Division staff because they largely
support maintenance and distribution of
royalty fees collected on behalf of copyright
owners. Because these funds can remain
undistributed for decades (through no fault of
the licensees), these efforts inure largely to
the benefit of copyright owners rather than
SOA filers. The Office also excluded costs
associated with Audio Home Recording Act
filings as well as public outreach, among
other exclusions for activities unrelated to
cable and satellite SOAs. The Office
explained that these exclusions resulted in
lowering the overall amount of costs to be
apportioned between copyright owners and
licensees.

4. In response to stakeholders questioning
the likelihood that the number of SA3 form
filings would remain stable in the future, the
Office explained that it had reviewed data for
three years and used this to project the
number of filings in the future. The statute
requires the Office to recover 50% or less of
costs, and thus the Office took a somewhat
conservative approach so as not to
underestimate potential filings, a
circumstance that could result in total fee
collections above the statutory limit.

5. Finally, it was noted that once the
exclusions were applied, under the proposed
fees, the Office projected that licensees
would pay approximately 47% of the
applicable costs, consistent with the statutory
mandate.

After the February 7 meeting,
Copyright Owners, NCTA, and DirectTV
filed reply comments. Copyright
Owners continued to argue that the
Office should not have excluded certain
costs. In addition, Copyright Owners
reiterated their view that there is a
downward trend in the number of
operators, and objected to ACA’s new

proposed hardship filing fee. NCTA
continued to urge that it had inadequate
information on the Office’s cost study
and also contended that the Copyright
Owners’ desired increases in fees were
inappropriate. NCTA also continued to
dispute the Office’s decision regarding
the costs to be included in its
calculations. DirectTV stated that the
Office should not further increase
satellite filing fees.

II. Fee Setting Methodology

In conducting its cost study analysis,
the Office reviewed established
accounting procedures used by other
governmental entities, including the
Federal Accounting Standards Advisory
Board’s (“FASAB’s”) guidelines for
determining the full cost of federal
agency program activities 1* and the
Office of Management and Budget’s
Circular No. A-25 Revised: User
Charges 12 document regarding costing
guidelines and establishing user fees.

When the Office began studying
potential cable and satellite SOA fees, it
used the additive model to assess costs,
which it also uses for peripheral fee
services such as responding to FOIA
requests, and some seldom-invoked
services such as full-term retention of
registration deposits. The additive
method focuses on the desk time of
dedicated employees, meaning the
amount of time they spend performing
activities involved in processing a
typical service request. The Office
initially decided to use this model
because, at the time, it was thought it
might be well suited to evaluate cable
and satellite SOA processing costs.

As discussed above, several
commenters contested the initially
proposed SOA fees and, after careful
review, the Office determined that the
additive model did not capture all costs
of performing these services, including
indirect costs and time spent on
upgrades to improve the processing of
SOAs to the benefit of both copyright
owners and filers. The Office ultimately
recognized that, while effective in
analyzing services that can be measured
by short intervals of time, the additive
method is sometimes not as successful
in determining the cost of a more
complex task, such as processing an
entire cable or satellite SOA. The
management of cable and satellite SOAs
is one of the Office’s major programs
and constitutes the greatest percentage
of staff time and related resources
within the Licensing Division. Thus, the

11 This includes FASAB’s Managerial Cost
Accounting Concepts and Standards for the Federal
Government.

12 See http://www.whitehouse.gov/omb/circulars_
a025.


http://www.whitehouse.gov/omb/circulars_a025
http://www.whitehouse.gov/omb/circulars_a025

71500

Federal Register/Vol. 78, No. 230/ Friday, November 29, 2013 /Rules and Regulations

Office concluded that the study
described in the First NPR did not fully
reflect the cost of the program to the
Licensing Division and was not an
appropriate measure by which to
establish SOA fees.

In light of these determinations, the
Office conducted another cost study
using an alternative activity-based
methodology that is consistent with that
employed to evaluate other types of
services—including its registration and
recordation functions—but with certain
exclusions specific to the operation of
the Licensing Division. These
adjustments were reviewed at the FOIA
meeting, as set forth above.

The second study yielded a more
complete picture of the costs of
administering the SOA program. It
reflects all relevant staff time, whether
directly or indirectly associated with
program functions, and all relevant non-
personnel costs. Because it is all-
inclusive, the revised methodology
accounts for costs incurred in
connection with difficult or exceptional
circumstances that involve time-
intensive research or problem
resolution. For example, it includes
cases where electronic funds transfer
payments need to be matched with an
SOA received much earlier or later than
the payment or without a remittance
advice. It also covers non-routine staff
effort. During the period under review,
for example, the Office revised work
procedures and forms and updated its
internal information systems to facilitate
its implementation of other aspects of
STELA. The Office expects similar types
of administrative and technical
upgrades to continue to occur during
the life of the SOA program as legal and
practical requirements evolve.

STELA directs that the fees collected
from licensees filing SOAs shall be
reasonable and may not exceed one-half
of the Office’s reasonable expenses to
administer the cable and satellite SOA
program, including the collection and
administration of SOAs and any royalty
fees deposited with such statements. 17
U.S.C. 708(a). The fees established by
this Final Rule are designed to recover
just under one half of the Office’s total
cost of administering the SOA program.
Of the Licensing Division’s $5.27
million budget, the Office estimated in
the Second NPR that the costs of
administering filings under the cable
and satellite SOA program would be
$3.74 million, a number that the Office
has since revised slightly upward, to
$3.76 million, after a final review of its

cost data.?3 At the fee levels hereby
adopted, based upon projected filings,
the expected annual fee recovery under
the SOA program should be
approximately $1.77 million, or 47% of
the estimated $3.76 million total annual
cost of the program.14

III. Final Cable and Satellite SOA Fees

The Office is instituting the following
SOA fees:

1. Fee for processing of a statement of
account based on secondary transmissions of
primary transmissions pursuant to Section
111: $15 for SA1 forms, $20 for SA2 forms,
and $725 for SA3 forms

2. Fee for processing of a statement of
account based on secondary transmissions of
primary transmissions pursuant to Sections
119 or 122: $725

As explained above, with the
enactment of STELA, the Office is
authorized for the first time to impose
a fee that apportions costs between SOA
filers and copyright owners, who until
now have shouldered all of these costs
through deductions from their royalty
funds. Thus, this fee study presents the
Office with its first opportunity to
establish SOA fees based on a review of
the Office’s costs for processing these
SOAs.

Based on its cost study findings, the
Office is creating a three-tiered fee
schedule for cable operators that
corresponds to the filing of the different
types of cable SOAs and accounts for
the increased time spent processing the
more complex forms. The fee for
licensees who file the SA1 form (and
may pay as little as $52 each accounting
period) is set at $15, at the low end of
the scale, while the fee for cable systems
filing the SA2 form is set slightly higher,
at $20, due to somewhat higher
processing costs. These fees reflect the
fact that the resources required to
review SA1 and SA2 forms are
relatively small in comparison to those
needed to process SA3 forms, as
discussed below. The SA1 and SA2
form fees are reasonable in light of the
lesser amount of processing required
and the typical royalty payments
associated with such statements.

The Office is also establishing both
the cable SA3 filing fee and satellite
filing fee at $725. The $725 fee is
reasonable in light of the findings of the
second, more complete cost study and
the more substantial royalty payments
associated with these SOAs. Licensees

13 The slight increase does not materially impact
the projected recovery rate for the cable and
satellite program, which is still estimated at 47%.

14 The data and calculations comprising the
Office’s cost study with respect to cable and
satellite fees are available on the Office’s Web site
at www.copyright.gov/docs/newfees/.

who file the considerably more
complicated SA3 form should pay a
correspondingly higher fee because of
the time associated with reviewing the
information in such filings, including
the detailed classifications of
community groups, television stations,
and channel lineups. The $725 fee also
takes into account that the SA3 forms
reflect substantial royalty payments that
far exceed those collected with SA1 and
SA2 forms. The SA3 form fee is thus
consistent with the higher amount of
royalties involved and the larger amount
of time that Licensing Division staff
must take to accurately process the
forms and royalty payments. The
processing of satellite SOAs similarly
involves significant royalty payments
and a substantial commitment of Office
resources.

Finally, the Office declines to create
a lesser “hardship” fee for smaller cable
operators that file SA3 forms. The Office
has set the SOA fees to reflect its costs
and has established significantly lower
fees for cable systems that file the far
less complex SA1 or SA2 forms.
Notwithstanding the lower number of
subscribers, the Office does not spend
less time processing SA3 forms filed by
smaller operators and thus there is no
cost-based reason for a reduced fee.

In establishing fees for cable and
satellite SOAs, the Office carefully
reviewed public comments and held a
meeting with interested parties, as
described above. As might be expected,
copyright owners have advocated for
higher fees and filers have sought lower
ones. Based on its cost study, the Office
believes that it has found the
appropriate middle ground. The Office
concludes that the SOA fees it is now
adopting are fairly apportioned,
reasonable, and otherwise consistent
with the guidance set forth in Section
708(a). Nonetheless, because the fees are
new, the Office will continue closely to
monitor its costs relating to the filing of
cable and satellite SOAs, as well as the
fees it collects, so it can adjust the fees
as appropriate in the future.

List of Subjects in 37 CFR Part 201
Copyright, General provisions.
Final Rule

In consideration of the foregoing,
under the authority of 17 U.S.C. 702, the
U.S. Copyright Office amends 37 CFR
chapter II as follows:

PART 201—GENERAL PROVISIONS

m 1. The authority citation for part 201
continues to read as follows:

Authority: 17 U.S.C. 702.
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m 2. Amend § 201.3 to add paragraphs §201.3 Fees for registration, recordation, (e) * * =
(€)(9) and (10) to read as follows: and related services, special services, and
services performed by the Licensing
Division.
* * * * *
Licensing Division services Fees
(9) Processing of a statement account based on secondary transmissions of primary transmissions pursuant to 17 U.S.C. 111:
O RLe LTS 72 P OO PPV U PR PPTOPPUPPOPPN 15
(i) Form SA2 ... 20
QDT Re LTRSS 725
(10) Processing of a statement of account based on secondary transmissions of primary transmissions pursuant to 17 U.S.C. 119 or
227U 725

Dated: November 25, 2013.
Maria A. Pallante,
Register of Copyrights.
[FR Doc. 2013—-28716 Filed 11-27-13; 8:45 am]
BILLING CODE 1410-30-P

LIBRARY OF CONGRESS
Copyright Royalty Board

37 CFR Part 381
[Docket No. 2013-9 CRB NCEB COLA]

Cost of Living Adjustment for
Performance of Musical Compositions
by Colleges and Universities

AGENCY: Copyright Royalty Board,
Library of Congress.
ACTION: Final rule.

SUMMARY: The Copyright Royalty Judges
announce a cost of living adjustment
(COLA) of 2% in the royalty rates that
colleges, universities, and other
educational institutions not affiliated
with National Public Radio pay for the
use of published nondramatic musical
compositions in the SESAC repertory
for the statutory license under the
Copyright Act for noncommercial
broadcasting.

DATES: Effective Date: December 30,
2013.

FOR FURTHER INFORMATION CONTACT:
LaKeshia Keys, Program Specialist.
Telephone: (202) 707-7658. Email: crb@
loc.gov.

SUPPLEMENTARY INFORMATION: Section
118 of the Copyright Act, title 17 of the
United States Code, creates a
compulsory license for the use of
published nondramatic musical works
and published pictorial, graphic, and
sculptural works in connection with
noncommercial broadcasting.

On November 29, 2012, the Copyright
Royalty Judges (Judges) adopted final
regulations governing the rates and
terms of copyright royalty payments
under section 118 of the Copyright Act
for the license period 2013-2017. See 77
FR 71104. Pursuant to these regulations,
on or before December 1 of each year,
the Judges shall publish in the Federal
Register a notice of the change in the
cost of living for the rate codified at
§381.5(c)(3) relating to compositions in
the repertory of SESAC. See 37 CFR
381.10. The adjustment, fixed to the
nearest dollar, shall be the greater of (1)
“the change in the cost of living as
determined by the Consumer Price
Index (all consumers, all items) [CPI-U]
. . . during the period from the most
recent index published prior to the
previous notice to the most recent index
published prior to December 1, of that
year,” 37 CFR 381.10(a), or (2) 2%. 37
CFR 381.10(b), (c).

The change in the cost of living as
determined by the CPI-U during the
period from the most recent index
published before December 1, 2012, to
the most recent index published before
December 1, 2013, is 1%.1 In
accordance with 37 CFR 381.10(b), the
Judges announce that the cost of living
adjustment shall be 2%. Application of
the 2% COLA to the current rate for the
performance of published nondramatic
musical compositions in the repertory of
SESAC—$140 per station—results in an
adjusted rate of $143 per station.

List of Subjects in 37 CFR Part 381

Copyright, Music, Radio, Television,
Rates.

10n November 20, 2013, the Bureau of Labor
Statistics announced that the CPI-U increased 1.0%
over the last 12 months.

Final Regulations

In consideration of the foregoing, the
Judges amend part 381 of title 37 of the
Code of Federal Regulations as follows:

PART 381—USE OF CERTAIN
COPYRIGHTED WORKS IN
CONNECTION WITH
NONCOMMERCIAL EDUCATIONAL
BROADCASTING

m 1. The authority citation for part 381
continues to read as follows:

Authority: 17 U.S.C. 118, 801(b)(1), and
803.

m 2. Section 381.5 is amended by
revising paragraph (c)(3)(ii) to read as
follows:

§381.5 Performance of musical
compositions by public broadcasting
entities licensed to colleges and

universities.
* * * * *

(C) * *x %

(3) * * *

(ii) 2014: $143 per station.
* * * * *

Dated: November 21, 2013.
Suzanne M. Barnett,
Chief Copyright Royalty Judge.
[FR Doc. 2013-28633 Filed 11-27-13; 8:45 am]
BILLING CODE 1410-72-P

LIBRARY OF CONGRESS
Copyright Royalty Board

37 CFR Part 386
[Docket No. 2013-8 CRB Satellite COLA]

Cost of Living Adjustment to Satellite
Carrier Compulsory License Royalty
Rates

AGENCY: Copyright Royalty Board,
Library of Congress.
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ACTION: Final rule.

SUMMARY: The Copyright Royalty Judges
announce a cost of living adjustment
(COLA) of 1% in the royalty rates
satellite carriers pay for a compulsory
license under the Copyright Act. The
COLA is based on the change in the
Consumer Price Index from October
2012 to October 2013.

DATES: Effective Date: January 1, 2014.
Applicability Dates: These rates are
applicable to the period January 1, 2014,

through December 31, 2014.

FOR FURTHER INFORMATION CONTACT:
LaKeshia Keys, Program Specialist.
Telephone: (202) 707-7658. Email: crb@
loc.gov.

SUPPLEMENTARY INFORMATION: The
satellite carrier compulsory license
establishes a statutory copyright
licensing scheme for the retransmission
of distant television programming by
satellite carriers. 17 U.S.C. 119.
Congress created the license in 1988 and
has reauthorized the license for
additional five-year periods, most
recently with the Satellite Television
Extension and Localism Act of 2010
(STELA), Public Law 111-175.

On August 31, 2010, the Copyright
Royalty Judges (Judges) adopted rates
for the section 119 compulsory license
for the 2010-2014 term. See 75 FR
53198. The rates adopted by the Judges
were proposed by Copyright Owners
and Satellite Carriers ! and were
unopposed. Id. Section 119(c)(2) of the
Copyright Act requires the Judges to
adjust the adopted rates annually “to
reflect any changes occurring in the cost
of living adjustment as determined by
the most recent Consumer Price Index
(for all consumers and for all items)
[CPI-U] published . . . before December
1 of the preceding year.” Section 119
also requires that “[n]otification of the
adjusted fees shall be published in the
Federal Register at least 25 days before
January 1.” 17 U.S.C. 119(c)(2). Today’s
notice fulfills this obligation.

The change in the cost of living as
determined by the CPI-U during the
period from the most recent index
published before December 1, 2012, to
the most recent index published before
December 1, 2013, is 1%.2 Application
of the 1% COLA to the current rate for
the secondary transmission of broadcast
stations by satellite carriers for private
home viewing—27 cents per subscriber

1Program Suppliers and Joint Sports Claimants
comprised the Copyright Owners while DIRECTV,
Inc.; DISH Network, LLC and National
Programming Service, LLC, comprised the Satellite
Carriers.

20n November 20, 2013, the Bureau of Labor
Statistics announced that the CPI-U increased 1.0%
over the last 12 months.

per month—results in the same rate of
27 cents per subscriber per month
(rounded to the nearest cent). See 37
CFR 386.2(b)(1). Application of the 1%
COLA to the current rate for viewing in
commercial establishments—54 cents
per subscriber per month—results in an
adjusted rate of 55 cents per subscriber
per month (rounded to the nearest cent).
See 37 CFR 386.2(b)(2).

List of Subjects in 37 CFR Part 386
Copyright, Satellite, Television.

Final Regulations

In consideration of the foregoing, the
Judges amend part 386 of title 37 of the
Code of Federal Regulations as follows:

PART 386—ADJUSTMENT OF
ROYALTY FEES FOR SECONDARY
TRANSMISSIONS BY SATELLITE
CARRIERS

m 1. The authority citation for part 386
continues to read as follows:

Authority: 17 U.S.C. 119(c), 801(b)(1).
m 2. Section 386.2 is amended by
revising paragraphs (b)(1)(v) and
(b)(2)(v) as follows:

§386.2 Royalty fee for secondary
transmission by satellite carriers.
* * * * *

(b) E N

(1) * % %

(v) 2014: 27 cents per subscriber per
month.

(2) * % %

(v) 2014: 55 cents per subscriber per
month.

Dated: November 21, 2013.
Suzanne M. Barnett,
Chief Copyright Royalty Judge.
[FR Doc. 2013-28632 Filed 11-27-13; 8:45 am]
BILLING CODE 1410-72-P

ENVIRONMENTAL PROTECTION
AGENCY

40 CFR Part 52

[EPA-R04-OAR-2013-0455; FRL-9903-17-
Region 4]

Approval and Promulgation of
Implementation Plans; Tennessee;
Revisions to the Knox County Portion
of the Tennessee State Implementation
Plan

AGENCY: Environmental Protection
Agency (EPA).
ACTION: Final rule.

SUMMARY: EPA is approving a State
Implementation Plan (SIP) revision
submitted by the State of Tennessee,
through the Tennessee Department of

Environment and Conservation (TDEC)
on December 13, 2012. EPA proposed
action on this revision on August 16,
2013, and received no adverse
comments. The SIP submittal revises the
definition of “Modification” in Knox
County Air Quality Management
Regulation Section 13 Definitions. TDEC
considers Knox County’s SIP revision to
be as or more stringent than the
Tennessee SIP requirements. EPA is
approving the Knox County SIP revision
because the State has demonstrated that
it is consistent with the Clean Air Act
(CAA or Act).

DATES: This rule will be effective
December 30, 2013.

ADDRESSES: EPA has established a
docket for this action under Docket
Identification No. EPA-R04-OAR-
2013-0455. All documents in the docket
are listed on the www.regulations.gov
Web site. Although listed in the index,
some information is not publicly
available, i.e., Confidential Business
Information or other information whose
disclosure is restricted by statute.
Certain other material, such as
copyrighted material, is not placed on
the Internet and will be publicly
available only in hard copy form.
Publicly available docket materials are
available either electronically through
www.regulations.gov or in hard copy at
the Regulatory Development Section,
Air Planning Branch, Air, Pesticides and
Toxics Management Division, U.S.
Environmental Protection Agency,
Region 4, 61 Forsyth Street, SW.,
Atlanta, Georgia 30303—-8960. EPA
requests that if at all possible, you
contact the person listed in the FOR
FURTHER INFORMATION CONTACT section to
schedule your inspection. The Regional
Office’s official hours of business are
Monday through Friday, 8:30 to 4:30
excluding federal holidays.

FOR FURTHER INFORMATION CONTACT:
Sean Lakeman, Regulatory Development
Section, Air Planning Branch, Air,
Pesticides and Toxics Management
Division, U.S. Environmental Protection
Agency, Region 4, 61 Forsyth Street
SW., Atlanta, Georgia 30303—8960. The
telephone number is (404) 562—9043.
Mr. Lakeman can be reached via
electronic mail at
lakeman.sean@epa.gov.

SUPPLEMENTARY INFORMATION:

1. This Action
II. Final Action
I1I. Statutory and Executive Order Reviews

I. This Action

On December 13, 2012, TDEC
submitted a SIP revision to EPA for
approval into the Knox County portion
of the Tennessee SIP. Specifically, the
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December 13, 2012, SIP revises the
definition of “Modification” in Knox
County Regulation, section 13.0—
Definitions. The additions of
subparagraphs E and F to the definition
of “Modification” allows the local
permit program authority to provide
adequate, streamlined, and reasonable
procedures for expeditiously processing
permit changes by excluding certain
modifications from construction
permitting. The addition of
subparagraph E provides that certain
modifications (physical/method of
operation) at major sources that are not
considered Title I modifications do not
require construction permits. The
addition at subparagraph F establishes
criteria for which a physical change or
change in the method of operation for a
minor source does not need a
construction permit.

EPA proposed approval of
Tennessee’s December 13, 2012,
submission on August 16, 2013 (78 FR
49990), and received no adverse
comments on its proposed action.

II. Final Action

EPA is approving the aforementioned
change to the Knox County portion of
the Tennessee SIP, because it is
consistent with EPA policy and the
CAA.

III. Statutory and Executive Order
Reviews

Under the CAA, the Administrator is
required to approve a SIP submission
that complies with the provisions of the
Act and applicable federal regulations.
See 42 U.S.C. 7410(k); 40 CFR 52.02(a).
Thus, in reviewing SIP submissions,
EPA’s role is to approve state choices,
provided that they meet the criteria of
the CAA. Accordingly, this action
merely approves state law as meeting
federal requirements and does not
impose additional requirements beyond
those imposed by state law. For that
reason, this action:

¢ Is not a “significant regulatory
action” subject to review by the Office
of Management and Budget under
Executive Order 12866 (58 FR 51735,
October 4, 1993);

¢ does not impose an information
collection burden under the provisions
of the Paperwork Reduction Act (44
U.S.C. 3501 et seq.);

e is certified as not having a
significant economic impact on a
substantial number of small entities
under the Regulatory Flexibility Act (5
U.S.C. 601 et seq.);

e does not contain any unfunded
mandate or significantly or uniquely
affect small governments, as described
in the Unfunded Mandates Reform Act
of 1995 (Pub. L. 104-4);

¢ does not have Federalism
implications as specified in Executive
Order 13132 (64 FR 43255, August 10,
1999);

¢ is not an economically significant
regulatory action based on health or
safety risks subject to Executive Order
13045 (62 FR 19885, April 23, 1997);

e isnot a significant regulatory action
subject to Executive Order 13211 (66 FR
28355, May 22, 2001);

¢ is not subject to requirements of
Section 12(d) of the National
Technology Transfer and Advancement
Act of 1995 (15 U.S.C. 272 note) because
application of those requirements would
be inconsistent with the CAA; and

¢ does not provide EPA with the
discretionary authority to address, as
appropriate, disproportionate human
health or environmental effects, using
practicable and legally permissible
methods, under Executive Order 12898
(59 FR 7629, February 16, 1994).

In addition, this rule does not have
tribal implications as specified by
Executive Order 13175 (65 FR 67249,
November 9, 2000), because the SIP is
not approved to apply in Indian
country, and EPA notes that it will not
impose substantial direct costs on tribal
governments or preempt tribal law.

The Congressional Review Act, 5
U.S.C. 801 et seq., as added by the Small
Business Regulatory Enforcement
Fairness Act of 1996, generally provides
that before a rule may take effect, the
agency promulgating the rule must
submit a rule report, which includes a
copy of the rule, to each House of the
Congress and to the Comptroller General
of the United States. EPA will submit a

report containing this action and other
required information to the U.S. Senate,
the U.S. House of Representatives, and
the Comptroller General of the United
States prior to publication of the rule in
the Federal Register. A major rule
cannot take effect until 60 days after it
is published in the Federal Register.
This action is not a ““major rule” as
defined by 5 U.S.C. 804(2).

Under section 307(b)(1) of the CAA,
petitions for judicial review of this
action must be filed in the United States
Court of Appeals for the appropriate
circuit by January 28, 2014. Filing a
petition for reconsideration by the
Administrator of this final rule does not
affect the finality of this action for the
purposes of judicial review nor does it
extend the time within which a petition
for judicial review may be filed, and
shall not postpone the effectiveness of
such rule or action. This action may not
be challenged later in proceedings to
enforce its requirements. See section
307(b)(2).

List of Subjects in 40 CFR Part 52

Environmental protection, Air
pollution control, Incorporation by
reference, Intergovernmental relations,
Nitrogen dioxide, Particulate matter,
Reporting and recordkeeping
requirements and Sulfur oxides.

Dated: November 12, 2013.

Beverly H. Banister,
Acting Regional Administrator, Region 4.
40 CFR part 52 is amended as follows:

PART 52—APPROVAL AND
PROMULGATION OF
IMPLEMENTATION PLANS

m 1. The authority citation for part 52
continues to read as follows:

Authority: 42 U.S.C. 7401 et seq.
Subpart RR—Tennessee

m 2. Section 52.2220(c) is amended by
revising the entry in Table 3 for
“Section 13.0” to read as follows:

§52.2220 Identification of plan.

* * * * *

(C) * *x %

TABLE 3—EPA APPROVED KNOX COUNTY, REGULATIONS

State

State effective

section Title/subject date EPA approval date Explanation
13.0 .......... Definitions ......coooveiiiiiieeeee 10/17/2012 11/29/2013 [Insert first page of pub-

lication].
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TABLE 3—EPA APPROVED KNOX COUNTY, REGULATIONS—Continued
Sgé?itoen Title/subject Statedi?nge EPA approval date Explanation
* * * * *

[FR Doc. 2013-28377 Filed 11-27-13; 8:45 am]
BILLING CODE 6560-50-P

ENVIRONMENTAL PROTECTION
AGENCY

40 CFR Part 52

[EPA-R01-OAR-2012-0113; A-1-FRL-
9903-21-Region 1]

Approval and Promulgation of Air
Quality Implementation Plans; New
Hampshire; Transportation Conformity
and Conformity of General Federal
Actions

AGENCY: Environmental Protection
Agency (EPA).
ACTION: Direct final rule.

SUMMARY: EPA is approving a State
Implementation Plan (SIP) revision
submitted by the State of New
Hampshire. This revision establishes
transportation conformity criteria and
procedures related to interagency
consultation and enforceability of
certain transportation-related control
measures and mitigation measures. In
addition, the revision relies on the
Federal rule for General Conformity.
The intended effect of this action is to
approve State criteria and procedures to
govern conformity determinations. This
action is being taken in accordance with
the Clean Air Act.

DATES: This direct final rule is effective
January 28, 2014, unless EPA receives
adverse comments by December 30,
2013. If adverse comments are received,
EPA will publish a timely withdrawal of
the direct final rule in the Federal
Register informing the public that the
rule will not take effect.

ADDRESSES: Submit your comments,
identified by Docket ID Number EPA—
R01-OAR-2012-0113 by one of the
following methods:

1. www.regulations.gov: Follow the
on-line instructions for submitting
comments.

2. Email: arnold.anne@epa.gov.

3. Fax: (617) 918-0047.

4. Mail: “Docket Identification
Number EPA-R01-OAR-2012-0113,”
Anne Arnold, U.S. Environmental
Protection Agency, EPA New England
Regional Office, Office of Ecosystem
Protection, Air Quality Planning Unit, 5

Post Office Square—Suite 100, (Mail
code OEP05-2), Boston, MA 02109—
3912.

5. Hand Delivery or Courier. Deliver
your comments to: Anne Arnold,
Manager, Air Quality Planning Unit,
Office of Ecosystem Protection, U.S.
Environmental Protection Agency, EPA
New England Regional Office, Office of
Ecosystem Protection, Air Quality
Planning Unit, 5 Post Office Square—
Suite 100, (Mail code OEP05-2), Boston,
MA 02109-3912. Such deliveries are
only accepted during the Regional
Office’s normal hours of operation. The
Regional Office’s official hours of
business are Monday through Friday,
8:30 a.m. to 4:30 p.m., excluding legal
holidays.

Instructions: Direct your comments to
Docket ID No. EPA-R01-OAR-2012—
0113. EPA’s policy is that all comments
received will be included in the public
docket without change and may be
made available online at
www.regulations.gov, including any
personal information provided, unless
the comment includes information
claimed to be Confidential Business
Information (CBI) or other information
whose disclosure is restricted by statute.
Do not submit through
www.regulations.gov, or email,
information that you consider to be CBI
or otherwise protected. The
www.regulations.gov Web site is an
“anonymous access’’ system, which
means EPA will not know your identity
or contact information unless you
provide it in the body of your comment.
If you send an email comment directly
to EPA without going through
www.regulations.gov your email address
will be automatically captured and
included as part of the comment that is
placed in the public docket and made
available on the Internet. If you submit
an electronic comment, EPA
recommends that you include your
name and other contact information in
the body of your comment and with any
disk or CD-ROM you submit. If EPA
cannot read your comment due to
technical difficulties and cannot contact
you for clarification, EPA may not be
able to consider your comment.
Electronic files should avoid the use of
special characters, any form of
encryption, and be free of any defects or
viruses.

Docket: All documents in the
electronic docket are listed in the
www.regulations.gov index. Although
listed in the index, some information is
not publicly available, i.e., CBI or other
information whose disclosure is
restricted by statute. Certain other
material, such as copyrighted material,
is not placed on the Internet and will be
publicly available only in hard copy
form. Publicly available docket
materials are available either
electronically in www.regulations.gov or
in hard copy at Office of Ecosystem
Protection, U.S. Environmental
Protection Agency, EPA New England
Regional Office, 5 Post Office Square—
Suite 100, Boston, MA. EPA requests
that if at all possible, you contact the
contact listed in the FOR FURTHER
INFORMATION CONTACT section to
schedule your inspection. The Regional
Office’s official hours of business are
Monday through Friday, 8:30 to 4:30,
excluding legal holidays.

In addition, copies of the state
submittal are also available for public
inspection during normal business
hours, by appointment at the State Air
Agency: Air Resources Division,
Department of Environmental Services,
6 Hazen Drive, P.O. Box 95, Concord,
NH 03302-0095.

FOR FURTHER INFORMATION CONTACT:
Donald O. Cooke, Air Quality Unit, U.S.
Environmental Protection Agency, EPA
New England Regional Office, 5 Post
Office Square—Suite 100, (Mail code
OEP05-2), Boston, MA 02109-3912,
telephone number (617) 918-1668, fax
number (617) 918—-0668, email
cooke.donald@epa.gov.

SUPPLEMENTARY INFORMATION:
Throughout this document whenever
“we,” “us,” or “our” is used, we mean
EPA.

Organization of this document. The
following outline is provided to aid in
locating information in this preamble.

I. Background and Purpose

A. What is Transportation Conformity?

B. What is General Conformity?

C. Call to States for Conformity SIP
Revisions

D. Transportation Conformity Provisions of
Safe, Accountable, Flexible, Efficient
Transportation Equity Act: A Legacy for
Users (SAFETEA-LU)

E. General Conformity Affected by
SAFETEA-LU
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F. Prior New Hampshire Conformity SIP
Revision Action
G. State Submittal and EPA Evaluation
II. Final Action
I1I. Statutory and Executive Order Reviews

I. Background and Purpose

The intent of the conformity
requirements is to prevent the air
quality impacts of Federal actions from
causing or contributing to a violation of
the national ambient air quality
standards (NAAQS) or interfering with
the purpose of a State Implementation
Plan (SIP), Tribal Implementation Plan
(TIP) or Federal Implementation Plan
(FIP).

A. What is Transportation Conformity?

Transportation conformity is required
under Section 176(c) of the Clean Air
Act to ensure that Federally supported
highway, transit projects, and other
activities are consistent with (“‘conform
to”) the purpose of the SIP. Conformity
currently applies to areas that are
designated nonattainment, and those
redesignated to attainment after 1990
(maintenance areas) with plans
developed under section 175A of the
Clean Air Act, for the following
transportation related criteria
pollutants: ozone, particulate matter
(PM, .5 and PM, ), carbon monoxide
(CO), and nitrogen dioxide (NO).
Conformity to the purpose of the SIP
means that transportation activities will
not cause new air quality violations,
worsen existing violations, or delay
timely attainment of the relevant
national ambient air quality standards.
The transportation conformity
regulation is found in 40 CFR Part 93,
subpart A and provisions related to
conformity SIPs are found in 40 CFR
51.390.

B. What is General Conformity?

General Conformity is a requirement
of section 176(c) of the Clean Air Act
(CAA) Amendments of 1990. General
Conformity is a safeguard that no action
by the Federal government interferes
with a SIP’s protection of the NAAQS.
Under General Conformity, any action
by the Federal government cannot:
cause or contribute to any new violation
of any standard in any area; interfere
with provisions in the applicable SIP for
maintenance of any standard; increase
the frequency or severity of any existing
violation of any standard in any area; or
delay timely attainment of any standard,
any required interim emission
reductions, or any other milestones, in
any area. The general conformity
regulation is found in 40 CFR Part 93,
subpart B and provisions related to

conformity SIPs are found in 40 CFR
51.851.

C. Call to States for Conformity SIP
Revisions

In the CAA, Congress recognized that
actions taken by Federal agencies could
affect a State, Tribal, or local agency’s
ability to attain and maintain the
NAAQS. Congress added section 176(c)
(42 U.S.C. 7506) to the CAA to ensure
Federal agencies proposed actions
conform to the applicable SIP, TIP or
FIP for attaining and maintaining the
NAAQS. That section requires Federal
entities to find that the emissions from
the Federal action will conform with the
purposes of the SIP, TIP or FIP or not
otherwise interfere with the State’s or
Tribe’s ability to attain and maintain the
NAAQS.

The CAA Amendments of 1990
clarified and strengthened the
provisions in section 176(c). Because
certain provisions of section 176(c)
apply only to highway and mass transit
funding and approvals actions, EPA
published two set of regulations to
implement section 176(c). The
Transportation Conformity Regulations,
(40 CFR Part 51, Subpart T, and 40 CFR
Part 93, Subpart A) first published on
November 24, 1993 (58 FR 62188),
address Federal actions related to
highway and mass transit funding and
approval actions. The General
Conformity Regulations, (40 CFR Part
51, Subpart W, and 40 CFR Part 93,
Subpart B) published on November 30,
1993 (58 FR 63214), cover all other
Federal actions. These two conformity
regulations have been revised numerous
times.

When promulgated in 1993, the
Federal transportation conformity rule
at 40 CFR 51.395 mandated that the
transportation conformity SIP revision
incorporate several provisions of the
rule? in verbatim form, except in so far
as needed to give effect to a stated intent
in the revision to establish criteria and
procedures more stringent than the
requirements stated in these sections.
Similarly, 40 CFR 51.851 required the
State’s general conformity provisions
must contain criteria and procedures
that are no less stringent than the
Federal general conformity regulation,
however the State could establish more
stringent general conformity criteria and
procedures if they apply equally to non-
Federal, as well as Federal, entities.

1 Specifically, those sections are: §§51.392,
51.394, 51.398, 51.400, 51.404, 51.410, 51.412,
51.414, 51.416, 51.418, 51.420, 51.422, 51.424,
51.426, 51.428, 51.430, 51.432. 51.434, 51.436,
51.438, 51.440, 51.442, 51.444, 51.446, 51,448,
51.450, 51.460, and 51.462.

D. Transportation Conformity
Provisions of Safe, Accountable,
Flexible, Efficient Transportation Equity
Act: A Legacy for Users (SAFETEA-LU)

On August 10, 2005, the SAFETEA—
LU was signed into law streamlining the
requirements for conformity SIPs. Prior
to SAFETEA-LU being signed into law,
states were required to address all of the
Federal conformity rule’s provisions in
their conformity SIPs. Most of the
sections of the Federal rule were
required to be copied verbatim from the
Federal rule into a state’s SIP, as
previously required under 40 CFR
51.390(d).

Under SAFETEA-LU, states are
required to address and tailor only three
sections of the conformity rule in their
conformity SIPs. These three sections of
the Federal rule which must meet a
state’s individual circumstances are: 40
CFR 93.105, which addresses
consultation procedures; 40 CFR
93.122(a)(4)(ii), which requires that
written commitments be obtained for
control measures that are not included
in a Metropolitan Planning
Organization’s transportation plan and
transportation improvement program
prior to a conformity determination, and
that such commitments be fulfilled; and,
40 CFR 93.125(c) which requires that
written commitments be obtained for
mitigation measures prior to a project
level conformity determination, and that
project sponsors must comply with such
commitments. In general, states are no
longer required to submit conformity
SIP revisions that address the other
sections of the conformity rule. This
provision took effect on August 10,
2005, when SAFETEA-LU was signed
into law.

E. General Conformity Affected by
SAFETEA-LU

On April 5, 2010, EPA revisited the
Federal General Conformity
Requirements Rule to clarify the
conformity process, authorize
innovative and flexible compliance
approaches, remove outdated or
unnecessary requirements, reduce the
paperwork burden, provide transition
tools for implementing new standards,
address issues raised by Federal
agencies affected by the rules, and
provide a better explanation of
conformity regulations and policies.
EPA’s April 2010 revised rule simplified
state SIP requirements for general
conformity, eliminating duplicative
general conformity provisions codified
at 40 CFR Part 93, Subpart B and 40 CFR
Part 51, Subpart W. Finally, the April
2010 revision updated the Federal
General Conformity Requirements Rule
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to reflect changes to governing laws
passed by Congress since EPA’s 1993
rule. The SAFETEA-LU passed by
Congress in 1995 contains a provision
eliminating the CAA requirement for
states to adopt general conformity SIPs.
As aresult of SAFETEA-LU, EPA’s
April 2010 General Conformity rule
eliminated the Federal regulatory
requirement for states to adopt and
submit general conformity SIPs, instead
making submission of a general
conformity SIP a state option.

F. Prior New Hampshire Conformity SIP
Revision Action

On August 16, 1999 (64 FR 44417),
EPA approved New Hampshire’s Part
Env-A 1502, Conformity of General
Federal Actions. New Hampshire’s rule
references the Federal General
Conformity rule (40 CFR Part 51,
Subpart W).

G. State Submittal and EPA Evaluation

On December 9, 2011, the State of
New Hampshire submitted a SIP
revision consisting of additions and
amendments to Env-A 1500,
Conformity. The revised rule includes
requirements for establishing a
consultative process relative to
transportation conformity
determinations. Amendments to New
Hampshire State Regulation Env-A 1500
were made to (1) clarify the rules by
adding certain definitions, deleting
definitions that are not needed, and
revising existing provisions so they are
more readily understandable; (2)
updating the 40 Code of Federal
Regulations (CFR) part 93 references
and otherwise aligning the rules with
current federal requirements; (3)
removing the State requirement for a
minimum 30-day public comment
period for conformity determinations as
this is not a federal requirement and
establishing alternative, more
appropriate timeframes through
interagency consultative process; and
(4) consolidating provisions and
definitions that are common to both
transportation conformity and general
conformity.

We have reviewed New Hampshire’s
submittal to assure consistency with the
current Clean Air Act, as amended by
SAFETEA-LU, and EPA regulations
governing state procedures for
transportation conformity and
interagency consultation (40 CFR Part
93, Subpart A and 40 CFR 51.390) and
have concluded that the submittal is
approvable. Specifically, New
Hampshire’s rule at Env-A 1503
Transportation Conformity adequately
addresses the three sections of the
Federal transportation conformity rule

discussed above (consultation
procedures, written commitments for
control measures and mitigation
measures, and project sponsors
compliance with such commitments).
EPA notes that New Hampshire’s
conformity regulation at sections Env-A
1503.20 and 1503.21 require entities to
obtain written commitments but does
not explicitly require parties to comply
with those commitments. However, as
stated in 40 CFR 51.390(a), “The federal
conformity regulations contained in part
93, subpart A, of this chapter would
continue to apply for the portion of the
requirements that the state did not
include in its conformity
implementation plan and the portion, if
any of the state’s conformity provisions
that is not approved by EPA.”
Therefore, 40 CFR 93.122(a)(4)(i) and
93.125(b) which explicitly state that
entities “must comply with the
obligations of such commitments”
would continue to apply and this
omission in New Hampshire’s rule is
not an issue.

We also reviewed New Hampshire’s
submittal to assure consistency with the
current Clean Air Act, as amended by
SAFETEA-LU, and EPA regulations
governing state procedures for general
conformity (40 CFR Part 93, Subpart B
and 40 CFR 51.851). New Hampshire’s
administrative rule Env-A 1504
Conformity of General Federal Actions,
adequately refers to the general
conformity Federal rule for
implementation.

In addition, New Hampshire’s
December 9, 2011 SIP revision meets the
requirements set forth in section 110 of
the CAA with respect to adoption and
submission of SIP revisions. As a result
of this action, New Hampshire’s
previously SIP-approved general
conformity procedures for New
Hampshire Env-A 1502 (August 16,
1999; 64 FR 44417) will be replaced by
Env-A 1500 the procedures submitted to
EPA on December 9, 2011 for approval,
and adopted by State of New Hampshire
on September 11, 2011 with a State
effective date of October 1, 2011. The
approval of New Hampshire’s
conformity SIP revision will strengthen
the New Hampshire SIP and will assist
the state in complying with Federal
NAAQS. Therefore, EPA is approving
New Hampshire’s revision to its
conformity SIP to comply with the most
recent Federal Conformity
Requirements.

II. Final Action

EPA is approving New Hampshire’s
Env-A 1500 Conformity into the New
Hampshire SIP.

The EPA is publishing this action
without prior proposal because the
Agency views this as a noncontroversial
amendment and anticipates no adverse
comments. However, in the proposed
rules section of this Federal Register
publication, EPA is publishing a
separate document that will serve as the
proposal to approve the SIP revision
should relevant adverse comments be
filed. This rule will be effective January
28, 2014 without further notice unless
the Agency receives relevant adverse
comments by December 30, 2013.

If the EPA receives such comments,
then EPA will publish a notice
withdrawing the final rule and
informing the public that the rule will
not take effect. All public comments
received will then be addressed in a
subsequent final rule based on the
proposed rule. The EPA will not
institute a second comment period on
the proposed rule. All parties interested
in commenting on the proposed rule
should do so at this time. If no such
comments are received, the public is
advised that this rule will be effective
on January 28, 2014 and no further
